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l1.ExecuwSummary

Introduction and background

In 2011, a peaceful revolution overthrew tegime ofZine EI AbidineBen-Ali in events that initiated the

AArab Springo throughout Thehuaisiafredulidn eefleEtedbroatbasedd No r t
dissdisfaction withalack of opportunities and lorgtanding regional and income inequalidiggctors that

have longplague the country and shagets policies.So far, howeverthe state has beéar fromable to

adequtely address theeproblems. Br capiaeconomic growthwhichwas strong in the years prior to the
revolution,haslagged atin average dd.52% since 2011, reflecting in part security conceandpolitical

strife. Further,the system oftrongstate controhnd rertseeking that characterized the Ben Ali regime
remaindargelyin place. This has contributed to a lack of competition, dynamism, and investment in many
sectors of the economy, l'imiting the couwnstryds a
persistent high unemployment among youth. The Government of Tunisia has recognized the need for more
appropriate governance controksyationalization ofstate intervention, and increastransparency and
accountability, irorder to promotéaster @ad more inclusive growth.

This Constraints Analysiemploys the growth diagnostic methodology proposed by Hausmann, Rodrik,
and Velascq2005)to identify thebindingconstraints to private investment and growth. WhileHRY/
approach typicalljocuses a broadbased constraints to growth thecountry overallM C C @aistraints
analysisalsoaddresssquestions of equity and inclusivity by disaggregating reswhgre possiblealong

key population dimensiorssich ageography, education, and gend&s.a broad diagnostic exercisbet

CA does noprescribespecific projects oivestmentsinstead,t lays the groundwork for subsequent
investigation into the identification and prioritization of investméatgrowth The analysis described in
this dacument points to two factors that act as overarching binding constraints to growth, and a third factor
that acts as &onstraint to regional equity and sustainabjleynd therefore toinclusive growth. The
overarchingoindingconstraints to growth a &) Excessivemarketcontrols of goods and servicasd(2)
Restrictive labor markeegulations The constraint toegional equity and sustainabiliy(3) Inadequate

and variable supply of water in interior regions.

Excessive market controls ofgoods and services

A well-functioningregulatory framework is a key component of any modern economy and ensures product
safety andquality, consumer protection, and adequate competition. However, overly burdensome
regulationgan reduce efficiency, invesent, and employmenA key means by whiclsuchcontrols may

impact economic efficiency and growth is through impacts on market contestability, or the ease with which
firms can enter and leave a marKkamited contestability can reduce firm and sectoral productivity by
protecting incumbent firms and reducing incentives to improve processes, adopt new technology, or reduce
costs. Renseeking encouraged by limited contestability bpdhe application ofavoritism or cronyism
reducsequality of opportunity and linstthe survivalselection of the best entrepreneurs and firms.

While Tunisia has bng provideda low regulation (and taxation) environment to manufacturing firms
producirg for exportin whatis known ast he @ of f s it beawyregslasindustriesin the
domestic ofi 0 n sdeconomyAbout 50% of th@veralleconomyis subject to priostateauthorization

for firms to enter This makes possible a high level of discretion, arbitrary decismaking, andutright
corruption on the part of officials in the process of granting of approMailsin turn blocks entry of new
firms, to the benefit of incumbent or otherwise favored fious to the detriment of competition and
productivity. In somesectorsfixed rules raber than dicretionary authorizati@govern entrybut these
conditions or specificatiorareoften not justified by either economic logic or public safety or consumer
protecton and mayalsoserve to restrict competition and innovation.



Beyond barriers to entry, a wide range of regulations impose significant burdens on existing firms seeking
to carry out ommon business procedur&se overall burden on firms of dealing tvitegulatiorappears

to bevery substantialn Tunisig with firms reportingan extraordinarily high sharef senior manageds

timed over 45%9 spent dealing withmeetingvariousrequiremerg of governmet Finally, Tuni si a6 s
unusually prominendtate involvement in the econonsyalso manifested in the presenceétdte Owned
Enterprises (SOE#&) many sectors where there is little economic logic for them. ( cereal olive oil),

and aplethora of government pricgentrols and trade measurespecially in agriculturelheimpacton

firm behavior and investmenf the high degree ofegulatorycontrolis manifestd by, among other
patternsthe much more rapidgrowth of firms in the offshore sector thamthe highly regulatedsector

While therehave beersome importantecentsteps toward regulatory reforim the last several years
implementation has been slow, and final impacts remain uncertain.

Restrictive labor market regulations

Policiesregulatng labor marketsnclude minimum wages, employment protection legislation (governing
hiring and job termination practices and job security), mandated benefits such as health care, and
unemployment insurance. These policies, if designed appropriately, strikaracebdetween worker
remuneration, workplace safety, and job security, on the one hand, and the flexibility that employers need
to operate efficiently and grqwn the other. However, excessively burdensmegalatiorncan significantly
increase productiotosts, reduce productivity, addcrease the ability of firmsto adjust to demand shocks,
andwill ultimately reduce the demand for lab@rhile thesenegative effectsnay beoffset by positve
effectsoccurringthrough, for exampldyigher investment iproductivity-enhancingpn-the-job training

highly restrictivepolicies may have seriousplicationsfor economic efficiency and growth

Comparison with other countries and analysis of firm behavior suggests that such a situsditercha
Tunisia. The countryranks near the bottodn133 out of 138 countriéson the labor market regulations
indicatoroft he Wor |l d Economi c For umolsisambng thenhost estrintpree t 1t | Vv
in the world in terms of laws covering disssal of permanent workeishibitingfirm flexibility and hiring.
Exceptionallyhigh de jureemployer contributions to social securigg(ivalent ta25% of profits) also
disincentivze the hiring of formal, permanent workerdhis hasnegativeproductivity implicationsince
firms aremuch lessnclinedtoinvest in the skills btemporaryworkers. Further, itreates duality between
highly protected permanent workeusd vulnerable temporary workers who enjoy no protections or social
benefits The small average size of firms provide$erential evidence of theegativeimpact of the
extensive regulation of the labor mark&tnisiadd s  soh raigroenterprisestiose with fewer tha
workers)is substantially higher than would peedicted by its level of peapita GDP

While the labor market regulatienjust described apply to both men and womether laws are
explicitly or effectively gendetargeted.In Tunisia, these laws generally offer little protection for
women in the wikforce, and sometimes activelfemale employmentNo laws manda& non
discrimination on the basis of gender in pay or hiriMigreover, he Labor Cod@rohibits mostforms of
night work for women, as well as their participation in certicupations that are deemed unsafe or
unsuitable.Child-related leave entitlemengse particularly low (30 days of paid maternity leave, with no
unpaidleave entitlement which likely contributes to the very low participation rate3ahisianwomen

Inadequate and variable supply of water in interior regions

As both a determinant of human health and a crigoadluctioninput, adequate water infrastructure is a
necessary enabling condition for inclusive economic growth. Tunisia is among the masscaate
countries in the world and faces significant challenges with water qtisdityare exacerbated by climate
change. Due to decreasing rainfall and esxgploitation of renewable water resources, once numerous
natural springs that fed oases, rangdta and other agricultural lands have dried up over the last few



decades and the majority of central and southern aquifers are depleted or beiigholvawn This raises
the costs and risks of investmentte disproportionately poanterior regions, particularly for agricultural
and agreprocessing firmdntheinteriora g r i ¢ wdlnerabilitgtéveaterrelated shocks has widespread
consequences due to the economic importance of agricultural expgasticular, production ahexpors

of olive oil have become highly variahile recent yearswith significant social and economic impacts.

Aging water infrastructutgoor governancend inefficient orfarm practiceslso ae limiting growth of
the agriculture sectoMany famers have attempted to get around water scapciplemsby illegally
drilling their own deep aquifer welldn addition to thehigh directcost to them, illegal drilling is
unsustainable as continued groundwater consumption at these levelssréguce groundwater
availabilityd atragedy of the commons whbyendividualprivateactionampose hugéuture social costs.
Water shortages haatsobecome a social problerthe Government regularly rations watand shortages
are felt in thegreater TinisareaAl t hough c¢cl i mate change -searcaclimaicni si ab
zone are inescapaealities, the growth and sustainability of watlapenént sectors could be improved
substantially through investments that increasetfieiency ofwateruseand discourage ovagxtraction.
Further,given thatinadequate and variableater supplymost directly impacts livelihoods in tip@orest
regionsof Tunisig addressing thiproblemwould strongly enhance the possibilities fmowth that ispro-
poor.

Other Constraints Considered

Severalotherfactors represemotentially serious future challenges even if tagnot currentlyacting as
binding constraintsFirst, the Tunisian financial sector continues to demonsimafertant limitations,
including limits to financial sector penetratidmence to deposit growtla substantial burden of non
performing loansand interest rate ceilings that may limit the availability of credit for riskier or smaller
borrowers. Due to these and ottsfrortcomingsthe banking sector has lorsgoredvery poorly on
international rankings of soundnegasdmay pose @roblem for gowth in the future.

Second, while inadequate human capi@dbes not appear to l@binding constraint to investment and
growth,the quality of education in Tunisieepresented byternational testcores appearsow relative to
comparatorsThere isalsowidespread aacernabout(if mixed evidenceforp s ki | | s mi smat c ho,
with patterns of academic specialties in tertiary education. Furthermore, the exclusion of educated Tunisian
women from private sectgobsdistortsoverall labor allocatin and dries veryhighunemploymenamong
well-educated womerif, as hopedjnvestment and growth in higskill industries accelerates, human

capital could become a binding constraint if the supply and quality of education do not adjust.

Finally, performance of the transportation and logistic sectors appears to be quite poor. Freight transport
costs are very high in comparative perspective, likely reflecting regulatory barifiens emtry that inhibit

growth and innovation in the sectdfor international trade logistics, Tunisia performs very poorly on
international measures, and port operations at Rades, the dousmig port are extremely inefficient.

These poor outcomes reflect significant market governance and regulation pralldrnimsthis sensey

are aspects of tra@readyidentified binding constraint of excessive government market controls.

2.l ntroducti on

Followingthe201llrevol uti on and the emergence of major demi
directors seleetdthe countryfor development of an MCC Threshold Prografsthough activitiesrelated
to the Programwere suspended in the aftermath of September Bfrt@ristattacks in Tunisia MCC
engagement with Tunisia resumetd December2016, when MCC re-selectedthe countryfor a full



Compact developmento supporthis processa comprehensiv€onstraints Analysis (CAyas carried

outto identify the most binding constraints to private investraedteconomic growth in the countiiyie

CA employs thegrowth diagnostic methodology proposed by Hausmann, Rodrik, and Velasco (HRV,
2005) to rigorously identify the constraints to private investment and g(@&thBoxl). While theanalysis
focuses on broatlased constraints to growth for country overakhl$o attempts to address questions of
equity and inclusivity by disaggregating results along key population dimensions, e.g., geography,
education, and gendehs it is a broad diagnostic exercishetCA does not dictate specific projects or
activitiesto be funded by MCC. Instead, the CA lays the groundwork for subsequent investigation into the
identification and prioritization of investment and intervention opportunities.

This document is the product of collaborative research by the MCC Country, Tesed at MCC
headquarters in Washington, D.C., ihedGov er nment of Tuni si abés Tuni si a
The Core Team was supported by the Ministry of Development, Investment and International Cooperation
(MDICI). In addition to extensive dksresearch and data analysis by both teams, the document is the
product of intensive osite consultations with a wide range of stakeholdeasnd out of government

Importantly givertheregional disparities afflicting the country, consultations wete hethin and around

greater Tunis and adjacent coastal regansinselected interior regions.

Subsequent sections of this report present an ov
describe in detail the constraints determined to beibg, and then discusses other aspects of the economy

where constraints, if they exist, were judged tocherentlyless or nonbinding butmay represent
significantbarriers inthe future.

1 As part of the inital MCC Thresholdprogram, an earlie€onstraints Analysisvas completed and
published in December 2017he present document providesew constrainnalysighatin some ways

isan update of thpreviousCA, butstands on its own as an overview and assessment of binding constraints
to growth in Tunisia.



https://assets.mcc.gov/content/uploads/2017/05/Tunisia_CA_withCover.pdf

Box 1 - Identification of the Binding Constraints to Growth i CA Methodology

Constraints Analysi€CA) results enable the partner country and MCC to select activities most liK
contribute to sustainable, povetye d uci ng gr o wt -based BpprGaitsits mwestnteet
begins with a mutual wunderstanding of a co
compact program development process, MCC and the partner cpintlyyconduct this analysis. Th
analytical exercise identifieonstraints to private investment and entrepreneurship that are most

to economic growth in the country. It also incorporates gender and social inclusion consideratio

All countries face manfactors thatestrict economic growth, butnotalla@egu al | y sev e
on growth. Some havesmall effect on the aggregate econosythatrelaxing them would have littl
impact. Organizing the search for those that are binding is key, as without addressing those, othe,
to foster growth may be misdirected and fail. The CA starts from the premise that sustainedhased
economic growth requires private investment and entrepreneurship, which depend upon: (i)

overallreturns on investment in the country; (e share of theeturn entreprenescan expect to kee
and (iii) the costs of financing investments. The CA investigates the influence of each of thes
factors in each countryodés context and diag

A lackingfactor(such as skilled labor or roads)amdition(such as a stable maeeconomy or reliabld
contract enforcement) can only be a binding constraint to growth where the supply of itis low and
for it is strong. To assess whether the relative &fck factor is a binding constraint, the CA looks
signals that these two conditions are met. For example, the quantity of creditin a country can bg
this alone does not indicate a constrained supply of finance. The low quantity of crecksolajrom
low demand because potential borrowers are constrained by other factors, such as a lack of infr
or an unsupportive business environment. Misdiagnosing low credit transactions in such a situat
lead to interventions (for examglsubsidized credit) that would not address the underlying cau
weak economic growth.

A successful CA constitutes a solid foundation for the development of an MCC compact progt
addresses the countryds pr i-basediapproack. The cesulisiofshe
do not dictate project areas or specific activities to be funded by MCC, and it is not required th
programs address al l binding constraints i
prograns address aroot cause of a binding constraint identified through the CA. The Constraints
also seeks to identify barriers to the inclusion of key groups, such as women and girls, in rece
benefits of growth or potential MCC programs andn®rmed by an analysis of high potential &
inclusive sectors of growth within an economy.

While the analytical methodology builds on Hausman, Rodrick, Velasco (HRV) (2005) and Hau
Klinger and Wagner (2008) Growth Diagnostics papers (and sulvgegjaborations by Pritchett (2005
and Rodrik (2010), a CA is more than just an application of the HRV Growth Diagnostics appr
often incorporates analysis of political economy, governance (including Public Finance Manag
inequality and geref, climate and environment as country circumstances dictate. These a
inevitably improve our understanding of th@ot causes(or underlying syndrome) that would
examined deeper during the Rgoause Analysis (RCA) stage of a MCC Compact devedoyimrocesy
So, while the growth diagnostic must identify the direct (proximate) input(s) to production that aj
problematic, the other analyses are key to understandigghe inputs are missing and, as a reg
inform the identification/selectioof binding constraints that the Compact aims to address.




3.Countongpt ext

Tunisia is a lowemiddle income country of 11.4 million people, located on the northern coast of Africa
directly south of Italy, witre GDP of $10,752 USD, PPP. The country has a -seidi Mediterranean
climate in the northern coastal areas, which transitions to arid in the middle region aodlgsent climate

in the southern areas that border the Sahara déBertn i s i a 6 sis ppiroapilyurbart andoastal,

with 60% of the population living in an urban area, and 85% of the population living within 100 km of a
coastline, mostly in and around the large coastal cities including Tunis, Sfax, and Sousse.

In 2011, a peaceful revdion overthrew theegime ofZine El AbidineBen-Ali in events that initiated the

Arab Spring throughout the Middle East and North Africa (MENA). Wiiike precipitating event of the
Tunisian revolution was the sdlhmolation of an informal sector fruiendor over a dispute with local
police, that event reflected bro@dsed dissatisfaction witie lack of opportunities and long standing
regional and income inequalities that have continued to plague the country and shape its policies.

Tuni si aocgrovehcwasistrang in the years prior to the 2011 revolution, with an average annual
GDP per capita growth rate of 3.27% in the 10 years prior to.2011as since lagged ah averageate

of 0.520, reflectingat least in part security concerasd lalor strife. The basic structure of the Tunisia
economy whichhas not changed greatly since 1985shown inError! Reference source not found
Services make up the largest share of valde@ed (60%) and employ %ilof the population. The highest
valueadded services are in tourism, which directly contributes 6.6% of GDP and empboyt the
working population. Manufacturing and industry account for 28% of GDP and 33% of emplpyment
respectively Agriculture and agr@rocessing make up 12% to 16% of GDP and employ approximately
20% of thenationalworkforce, and 30% of the workforce the four interior regions.

Export growth with stifled dynamism in Figure 1i Tunisian economy by sector
domestic sectors (% of GDP), 19852015

_ 100 " 13.0 10.1 10.4
Since 1995, export®verall have grown 80
strongly at a compounded average rate . .
10.2% despite reduced demand fron26@s 60 .
global financialcrisis, though as a share ¢ 40
GDP exports are at approximately the sai 0
level as in 1995Exports are concentrated i
manufactuing of machinery and electrica 0
equpment (29% ofall exports), textiles 1985 1995 2005 2015
(22%), and agricultural products (10% Agriculture, value added (% of GDP)

primarily olive oil (6% ofall exports) and
tropical fruits (1.6% of exports) The

machinery and electrical equipmet M Services, etc., value added (% of GDP)
componenhas grown considerably in the last )
15 years, athe relative importance of textiles Source: WDI

has declined from about 44% of exports in 2000 due to the phasing out of the Multi Fiber Agisement
Figure3). The share of manufactured goods in total expattg6%, is substantially higher than for other

countries in the regiosuch as Egypt andorocco OECD 2018)

B |ndustry, value added (% of GDP)

2 For reference, this land area is about 5% smaller than the State of Washington.
3 Agriculture is a significant employer for women in rural areaseeiafly when taking into account unpaid family
work on farms and subsistence agriculture.
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Figure 31 Distributions of Tunisian exports by sector of activity

= Other manufacturing industries I Mining, phosphates and derivatives and energy
W Agriculture and agri-food industries W Textiles, clothing and leather
% of exports mEngineering and electrical industries

100.00
90.00
80.00
70.00
60.00
50.00
40.00
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10.00

0
1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Source: @CD 2018

Thesetrendsreflect along-standinggrowth strategyf providingsubstantiaincentives formanufacturing
expors. In 1972 the government created tbec a | bffshdreédgector with generous fiscal and financial
incentives to attract FDI and boost expofisese policiehave led toan donshoreoffshorédichotomy,
wherebyfirms thatproduceexclusivelyor mostly forexpor® the offshore firm& enjoy a considerably
less budensome tax and regulatory environmigaainonshordirms that produce for the domestic market
Theresulting highly dualisticstructure of the economy tvgeen offshore and onshore segmeaisainsn
placeto this day. To qualify as an offshore firmfiam must export at least 70% of its output. Offshore
firms face fewer bureaucratic requirements and authorizdtibas onshore or domestic firmisave
significantly lower tax rategnd areable to import inputs duty free. The tax rate on offshoresfinas zero
until 2015, when iincreased to 15%, still well below the onshore firm rate of 29%e offshore regime
also offers almost complete relief from employee's and employer's social contribitiorid Bank
20169).

The policies were succeskat attracting FDI and boosting exports over the yeafkected in thenusually
high share of manufacturing exportsin total exports as witleamverallrobustexport growtmoted above
However, the export sectdras remained stuakiosty in low valueadded activities carried out by lew
productivity firms® Recently there has been impressigportgrowth in certairhigher valueaddedareas,
notably, pharmaceutical, plastics and electrical indust(€@&ECD 20B). However, nuch of this
productiond such asin electronics and electrical equipméndtill essentially featurelborintensive
assembly Further,linkagesof export sectorgo firms in the domestic economywhich helpedead to
broadereconomiagyrowthearlier inthe exporting countries dast Asiahave beetargelyabsent. This can

be traced in part to the nature of the differential regulatory and tax treatment of the twd ¥éotta 8ank
20143). While offshore firms enjoy very streamlinedstoms procedures when they export abroad, to sell
to Tunisian firms, they must obtain multiple approvals at central and regional levels, which are even more

4 Entry authorizatior required for starting a business in a given activigye largely absentfor manufacturing

activities, and all offshore firms are manufacturers.

° n 2018 the EU put Tunisia on a tax héemvesponséhte| ackl i st
Government has agreed to harmonize the rates for the two sectors.

® Theestimatedatio of valueadded to expovtaluewas 33%in 200@0Nord Bank2014a p. 55) This isverylow

comparedto China (50%),arthe global average (#80%), indicating that Tunisia does not add much value to the
manufactureghroducts iexports, that s, it is largely limited to assembly using im p anjedts Baghdadiet al.

(2017) provide firrdevel evidence of high margins but low productivity among export firms.

11



complex if they want to sell to multiple regions within the coyf#orld Bank20148. Most offshore
firms simply do not bother to sell to Tunisian firms at all. With regard to Tunisian onshore firms selling
inputs to offshore firms, the dichotomous tax structures make the recoveriTofaWd export taxes
enormously complicated and slow, eftigely discouraging these interactions

If the Tunisiangovernmenhasadopted a light touch with respect to export manufacturing in the offshore
sector, the opposite has been the case for the domestic or oasbonoeny.The Tunisian state has
traditionally sought to protect domestic industries and sefrtmrscompetition andhasintervened heavily

in many of thessectorswith the stated goal @nsuring provision of essentisérvices or preserving jobs
for Tunisiancitizens A substantiategulatoryburdenhampesoperations of firmg many onshore sectors
Perhaps moreamaging regulations pertaining to entry requirements in some 50% of sethose
operating in the onshore sectorgate significant barriers emtry and competitiorgsdiscussedh the next
chapter

Such anticompetitive measuresreinforcéd and have been reinforced Yy political and economic
institutions wherbywell-connectedonnected elites have successfully lobbied for high levels of protection
from competition via entry requirementavorable access to nkats or inputspr streamlinng of otherwise
burdensome regulatory processésa result the formal onshore segment is madetopa large extent of
well-protectedlow-productivity firms This in turnlimit stheir attractiveness as suppliersidosinesses in

the offshore segmenwhich faceorice pressure fromternational competitiorm.ogether with cumbersome
regulatory procedures noted above, thisibits linkages with offshore firms that could spur growth.
Congquently, he Tunisian economy lacks dynamism; firms that enter tend neither to grow nor shrink

Reflectingthese constraintsnthe domestic sector as well as the low productieitgxportmanufacturing
discussedabove the contribution ototal factorproductivity growth toeconomicgrowth hasbeen low
relative to comparatorsind hasdeclired in the last twalecadegFigure3). Also of concernis that

increasingcapital per workehas beembsent as a factor mverall growth sincéherevolution, as private
investment has stagnatentribuing todeclining rate of economic growtioted above

Figure 37 Decomposition of sources oéconomic growth, 1998019 (projected)

Annual change in %

mmm Population of working age e Participation rate mmmmm Eployment rate
6 e Total factor productivity mmm Capital per worker Potential growth

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Source: OEC2018

Reflectinginadequat@rivate investment, the Tunisian economy has perenmiedlyedunable to provide
jobs for agrowingvorkforce.Over the last 25 yearthenational unemploymematehas hisbrically ranged
between 1316% of the labor forcélt has been relatively stable overstheriod other than a gge shortly

"The unemployment rafer a population or sutfpopulatioris the share of the unemployed in the totallabor force,
wherethe latters the sum othose who are working and those who are unemployed

12



after the revolutionKigure4). Y outh unemploymeris substantially highethan for the labor force overall
rangingbetween 2735% prior to the revolutiorgnd like unemploymemiverall rising afterwards Unlike
overallunemploymenthowever, youth unemployment has remaisidolstantiallyabove preRevolution
levels, not falling below 35%he inability ofyouthto find jobsis thus a significant econood as well as
socidd problemfor Tunisia Unemployment rates vary significantly by region as wfirjex 3, Figure 1)
indicatingthe unevenness ®fu n i sconanicdevelopmenfTheunemployment rate is also substantially
higher for women thamen(23%vs. 12.6%n 2017)8

Figure 47 Tunisia unemployment and labor force participation rate, 19962017

o 39.8 Unemployment, total

40 (% of total labor force)
359 (modeled ILO estimate)

35 319 290

30 ’

Unemployment, youth

25 total (% of total labor
20 16.0 15.4 force ages 15-24)

15 (modeled ILO estimate)
10 Labor force

participation rate for
ages 15-24, total (%)

(modeled ILO estimate)
1996 1999 2002 2005 2008 2011 2014 2017

Source: WDI, 208
Poverty and regional inequality

The poverty rateisingthe national poverty line in Tunisia is 15.2%, arsthgthe internationakextreme
poverty lineis 2.9%(
). As show, dnce 2000 povertyhas diminished substantially, an impressive achievement that reflects
favorable economic growth arttle effectiveness ad range of social programs. More broadiy,most
measure of well-being Tumsia scoresnore or lessn line with lower incomeOECD countries The
exceptions to thigenerallyfavorable picture _ . _
areemployment and incomé®ECD 2018) Figure 57 National poverty rate, 20002
% of population
While significant progress in poverty *
reductionand access to services occurred
all regions of the countrythe progress has
beenhighly uneven regionally, with much ,,
slower reductiorin poverty in three of the
four interior regions(OECD 2018) As =
Figure 6 makes clear, qverty remains
concentrated irthe non-coastal areasthe ¥
regions wih highest poverty incidences
located in the centerwest, northwest,
southwest and southeast, accounéf@¥o of ‘ . ‘
the population bu60% of the poorWorld ' 20 0 10 s
Bank 2016b).Poverty in CenteiWest region b
Source OECD 2018, analysis of data from INS

% e Py Extreme poverty

on

8 Annex 1provides a tbcus#on of barriers facingvomen in the labor market
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was 31%, twice the national rat&ignificant disparities exist across regions of Tunisiatiner key
indicatorsas welb for living conditions, infrastructure, basic services, access to economic opportunity,
and employmeniThese geographical pattenfpoverty and wetbeingcorrespondo (and reflectp highly
skewed distribution of economic activity, in whittte large majority oénterprise are found ithe coastal
areasThemap of enterprisgensity by locatiors essentially the mirror image of that for poveniidence
(Figure6).

Figure 61 Regional povertyrates and gatial distribution of economicactivity (# of firms)
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Source: Tunisia National Institute Statistics, Tunisia in Figures 2018

Tunisians in interior regions continue to feel disconnected from economic and other opporiuhides

are concentratedn t he fAcoast. o The revolution was in par
disenfrarhisement on the part of residents of fwwastal areas araf youth, who felt that the prevailing

political and economic systems offered little chanckaséima or dignity, given the peroeed level of

corruption, high unemployment, and limited opportyiavailable under the thezurrent regime.

Political Stability

Tunisia is the only country to emerge from the Arab Spring with a successful democratic transition. In 2014,
the countryratified a new Constitution and held presidential electinres peaceful transition of political
power.T u n i sew defhacracy isremarkable achievemeritut itremains fragileDemocracy in Tunisia
has managed tmperatelargely through goolitics of consensus among elitédovemments have been
coalition-based, bringing together individuals and parties with vastly different ideslagid policy
approaches. One resoltthishas been the inability of the governmenathieve the consensus needed to
implement needed reforniarty as a resylfunisia hagxperienced varying degrees of political instability
and social unrestyith both political and economic implicatiorisis important tdkeep in mind thasstrikes
and protestctivity are a reflection of the greater freedoms enjoyed ineavly democraticTunisia
However,continued unrest, as well fiequent changein govenment since 201and delays in legal
reformsor in their implementatiophave created a situation of significant policy uncertatych appears

°The 2014 Constitution changed theiomal motto to includ&aramaspecifically.
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to havenegativelyaffectedoreigninvestment in the countryFinally, the errorist acts of 201&ignificantly
reduced foreign tourism visitors and receipt®ughthose numbersegan taecover in 2016 and 20E7.

The Government ofTunisia(GOT) recognizes the need fonaw economic model of shared prospeiaty t
meet the promise dhe revolutionThis includes takingoncrete measures to address thestagding
inequalities and disparities between the developed northern and central coastal areas and the historically
neglected eastern interior and south. The GOT has prioritized the instalfatioooontable governance
mechanisms (including decentralization efforfgomotion ofinvestment in interior regions, arte
generatn of employment for youthto address these historical inequalities and decrease social unrest.
MCC sharest he GOTO6 s d e drioadieased imclusiyes gnosvth Ayt peomoting investment in
interior regions and generating jobs that are appropriate for the large stock of egaattiedhebinding
constraints identified in thiseport can explain economic performancprior to the revolution that
contributed to currenpatternof exclusion Their alleviationpromises ta@eneratestronger employment

and growth, angvider participaion in growth. Ultimately, Tunisia needs reforms to spur new patterns of
growth and investment. This requineplacingthe system of state control and interventiath more
appropriate governancegationaliang state interventiorandincreasingranspaency and accountability, in
order toreduce rent seeking and elite capturetanidto promotegreatereconomic dynamism.

4.Bi ndi ng constraints

a. Market Controls of Goods and Services

Extreme levels of state intervention and bureaucracy in goods and services markets create unreasonable
regulatory requirements and compliance costs to firms, which unduly prohibit certain actors from entering
and exiting, and reduce firmsé competitiveness.

A well-functioningregulatory framework is a kegpmponenodf any modern econonmgnd ensuresroduct
guality and safetyconsumer protectigrand anadequatéevel of competition.However, if regulations are
overly burdensome, they can redweféciency, investment, growth, and employmeRerhaps the most
importantmeans by which controls over markets may impact economic efficiency and growth is through
impacts on rarke contestability or theease with whichnew firms can entefandexisting firmsleave a
market.Contestabilitycan be limited byestrictions and regulations of certain markets that make them
inaccessibleor unprofitable for investment by the private sectiifferential treatment of firms within a
sector and the creéion of natural or governmerapproved monopolies or oligopoliekimited
contestability of markets can reduce productivity by protecting incumbent firms and reducing incentives to
improve processes, adopt new technology, or reduce costsséaing thats encouraged by limited
contestability and the application of favoritism or cronyisreduce equality of opportunity and limit the
survivalselection of the best entrepreneurs and most competent firms.

Even if they do not prevent entryf new firms excessive bureaucracy and regulaticas impose
significant costs or time burdeis existingfirms that limittheir ability to expandand b extert these
differ across sectorgjscourage the allocation of economic resources to their bestsethis depressed
if entrepreneurs are $mrdened bygovernment requirements that they cannot devote appropriataniime

0| nterestingly, and somewhat encouragingly, Tunisian firms do notappear to feelthe need to pay more for security
than firms elsewherén factthey payless. Firms in Tunisia expend on average 3.1% of aateslor security

services compared to 4.2% for all countries in the 2002 EBRD BEEPS firm sample. The median firm pays 1%

of sales, comparedto 2% in the BEEPS sample.
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resources to running their businessjfar hei r r et ur ns af eq. thireughthighaxes, by t he
long customs delays, excessidelays to open or close a business, or excessive labor market regulations.

As noted inSection3, the Tunisian state has traditionally heavily regulated domestic industries and sectors
with investmentestrictionscoveringover 5@of the Tunisian economiWorld Bank2015) The roots of

the poblem long predate the 2011 Revolutidnu ni si adés f or mer awveeydightesel was me
of cronyism Recent analyses hademonstrated that protectionism and the implementation of siwie
entryand exitcontinue tdimit the competitiveness of domestic markdtsnefittingthe wellconnected
(World Bank 2014 InternationalCrisis Group 2017) Many of the laws, regulations or investment
incentives that were usadder the Ben Ali regime remain in pladdany markets in Tunisia are highly
concentratdd a legacy of earlier problems of governaficand there is arabsence of weléstablished
governance mechanisnspreservegor re-introduce the contestability of nt&kets Concentration per se
does not necessarily indicate low competitiverms®fficiencyas markets may achieve competitive
outcomes even ithey arehighly concentratedand scale economies may make havingefdiwms more
efficient. However, thiswill not be the case wheoscentration arises frorastrictionghat serveéo protect
incumbent and weltonnected firms

Market controls by the state encompass, in addition to regulatjomstnmentapproved monopolies or
oligopolies,and price controldNe consider each in turn in what follows.

Market regulations. As noted above, about 50% of thenisianeconomy(located almost exclusively in
the onshore or domestic segmestyubject to prior authorization from tlstate basedon World Bank
estimates from 2014’his makespossible a high level of discretion, arbitrary decismaking,or outright
corruption on the part of official$én turn, thishindersentry of new firms, to the detriment of competition
and produtivity but to the benefit of incumbent or favored firrRsior to the revolutiorgontrols in specific
service sectorservedo benefit the business interests of President Ben Ali and his family through barriers
to entry and regulatory burden on potentiapetitors (Rijkers et al. 201 Most of the restrictive entry
regulationsarecurrentlystill in force in thesesector{World Bank2014g). An analysis by the International
Crisis Group (2017) concludes that economic elites have managed to maintainiteges of exclusion
provided by cumbersome and arbitrary authorizatiéhis some sectorsather than through a discretionary
authorization procesgntry may be eterminedn an ostensiblymoretransparentvay based omhether
certainrequirementare met However, theextent of theconditions or specificationis oftennot well
justified by either economic logic atoncerns fopublic safety or consumer protecti@and may serve
mainlyto restrict competitiorand innowation The ground transport sectoraslearexample Box 2).

1 Accordingtoonebusiness communityjembec onsul t ed f or this report: @ Wh
Tunisia, first you think about who you know, and t



Box 27 Regulation of Domestic Transport

The case of domestic transport, in particular ground transportation, illustrateptots and costs g
high levels of government market controls. An OECD Competition Assessment (OECD forthc
highlights the extensive regulation of ground transpmmatincluding a requirement that haula
companies have a minimum of 18 vehicles. Minimum fleet tonnage is also specified, and strict
are imposed on vehicle agés. the other extremendividual proprietors, who have a separate le
status, arémited to just one vehicle. While reasonable age requirements have a public safety r
(though rigorous safety inspections would be moreatiifein this regard), the fleet size requireme
mainly serve to prevent entry of small companies thatdcpotentially grow (or permitting sol
proprietor ships from expanding), creating barriers to entry that protect incumbent firms. H
incumbents that entered the industry before 2009 are not themselves subject to fleet size requ
These barriers serve to restrict the supply of registered trucking services, while incentivizir
operations of informal firms that evade the restrictions and safety measures and offer services
quality. As a result, a high share of firms handle their tansport needs, which is highly inefficier
as vehicle use is not optimized and is characterized by substantial idleness. As a result, the prig
freight transport is relatively high in Tunisia despite an adequate road netorld(Bank2016a).
Further, foreign ownership in thisindustry is prohibited, cutting off an important source of compg
investment and modernization.

Beyond barriers to entry wide rang®f regulatiorsimpose significant burdens on existing fireegking

to carryout ommon businesactions The most recetWorld BankEnterprise Survey, from 2018igure
7), shows Tunisia to beell above the MENA average with respectheaverage number of days required
to obtain an operating license for a specific activity eéissed with their business (39 vs. 20 days)an
close tathe(already highMENA average for days to obtain a constructietated permit (51 v$3 days).
The same survey reveals that the overall burden on firms of dealing with regulationssbatantialin
Tunisia. On averag@n extraoraharily highshaed over45%0 of senior managedsime isreported to be
spent dealing with requiremenbdf government (note this is comprehensive, so is not limited to
authorizations). This is much higher thasults fromenterprise surveyslsewhere in th&ENA region
and developing countries generally. The Enterprise Sutaymply an annual revenueds from this use
of firm resourcegquivalent td.3% of sales (and a higher percentage of praW&)rld Bank2014g).12

2/t is worth noting that 6
relative to other firms, r
dealing with government requirements.

s h significé@nt taxrandethep advaritages g
rt a |l ower (though
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Figure 77 Senior management time spent dealing with requirements of the government (percent)

by firm size
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Source: WBES (2013)

Related to thes@roblems inefficient government bureaucracy wemnkedat the top of theéWorld

Economic Foruneonstraints to businefsr Tunisia(followed by policy instability and corruption). Tunisia

ranks 95 out of 138 countries on tWWE F @6Global Competitiveness Indegerformingmost poorly

in goods and labor market efficignand financial market Firms oftenfind it necessaryr expediento
evadeburdensome and compledles, andhesecommonviolationscan be used against entreprenéoirs

extract favors, bribes, ansedby competitors to eliminate competitidARegulatory complexity and
corruption argherefordinked, as indicated by théact thatthat inefficient government bureaucracy and
corruption wera@wo of thetopthree probleracitedi n t he WEFO6s executive opini

Finally, barriersto entralsocome through limits téoreign Direct Investment (FDIAmong comparators,

Tunisia hagelatively veryhigh ranking for FD restrictiveness in servicesn t he OECDOs i nde
Regulatory Restrictivenesandan everhighea ranking for the primary sector (agricultu@igure8). As

noted (Box 2), he domestic transport sectoraempletely protected from international firms as well as

being highly regulated. é&trictionson FDI serve to further limit competition and innovation in these

sectors. Notablyas seen in Figur8, Tunisia scores much better with respect to FDI resbristiin

secondary activities (industry), largely reflecting tHiéferent treatment of the offshore regime for
manufacturing, which indeed was set up in part to attract FDI.

BA businessperson consul tiengp ofsmr btl lkeidos troe p@r ta ns &ind rtelpa t
breakingthe laven adaily basis
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Figure 81 OECD FDI Regulatory Restrictiveness Index, 2016
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The last several years have seen some important steps toward regulatory irefirticular with the
Investment Law of 2016which required the Government to inventory all activitesbject toentry
authorizaibnsand the time periods, conditions, and procedures required to obtain the authon¥ation

on removal of entry authorizations for an initial 27 (relatively minor) activities has b&bisis a highly
significant developmerthat promises to remove or lessen arbiteargicorrupt decision making and create
greater transparency. Howevarterviews with officials indicate thatork on authorization replacement
and implication has been moving slowRhere are concerns surrounding the willingness of line ministries
coveredby authorizationso agree to real changes, and whether the spedaifisathat are to replace
authorizations will themselves be onerous and open to discretion or corruption.

Monopolies and Oligopolies Protected by Government The Tunisian economyfeaturesan unusually

large roldor StateOwnedEnterprises (SOEswhichaccount for 13% of GDP and 4% of total employment
(EIU 2015) Tunisiaranks among the highest in termgtoé number of sectorgl9) with an SOE \World

Bank 2014a)In infrastructure, there are an estimated 32 SO&wpared witlan average @ in OECD
countries. Tunisian SOEare foundn sectorssuchas cereals, olive oil, and meais well asin many
manufacturing and service subsectors, such as hotels and restandaetzl estat&SOESs may be justified

in infrastructure and utilitiebecauseof significant economies of scale, externalities, or conditions of
natural mowpoly. In othersectors howeverthere is usuallyittle economic rationa for them and the
presence of &argegovernmenisubsidizedirm candistortthemarket and redwrompetitivenesdMany

of the SOE# Tunisiaare in network sectors that affect the competitiveness of other sectors in the economy
T transport, telecommunications, logistics, financial services, Reices in some of these sectors are
regulatedand servicequality is often a challeng®&egulationand protection is high itransport and
logistics in Tunisia which is generally not necessary from an economic point of.\Aestateownel
enterpriseSTAM, is the sole cargo handlservingthe Rades, th&e o u nt r y 6 swithrsggnifitantp o r t
negativeconsequences for efficiendyoorly functioning SOEare also negatively impacting the soundness

of Tuni si a6 sbechusenokailangg nusilyesof ppariorming loans

Price controls subsidies and trade restrictions. A plethoraof government price controls and trade
measuresurthercontribute to market distortions in goods and services, especially in agriculture. Though
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many countriegnposeprice controls as part of food security strategies or for other policy goals, such as
trade facilitation, the extent and number of controls on goods in Tumikietherin the form of price
controls, direct and indirect subsidies, or tariff and customs dutiesusial An analysis by the African
Development Bank (AFDB 2012)nds that thehigh effective rate of protection for farmers in cereals,
livestock, milk, sugar and other products makes these {galee items more attractive and less risky than
other productsthat could be sold on the international market. Disparities in effeets/efiarotectiothus

lead to the misallocatioof productive resources capital, labor, and natural resourcksthe case of
cereals, pricetn Tunisiaareapproximately 30% higher than the world price at the border, encouraging
cereals production ovather, highetvalue items such as arboriculture or horticultidetably, with the
exception of border intervention, orchards and citrus fruits are not subject to other intervention or regulation
by the state, and they are the fastggsiwing segment ohe agricultural sector.

Customs ard trade proceduresThe regulatory environmeatso encompassdisaderelated procedures
including customs requirements as well as a rangepbrting and exporting permissisand technical
inspectiors of imports While sichmeasures in some form are necessarptbiic safety and other reaspns

in Tunisig overregulatiorand corruption in customs has been a persistent challEhgeountyranks 110

out of 160countries orthe 2016 Logistics Performance Index, scoring lowest in custbea&PI ranking

has declined since 201Phe World Bank(2014a) found strong evidence of discretionary implementation
of customs regulations and tariff evasion, complementingnsite anecdotal evidence of lack of
transparency and corruption in this area. SimildHhye Wor | d Economi ¢ For umbés 2
Index (ETI) has Tunisia ranking poorly 0 many measures of efficiency and transparency of trade
administration, includig 128 and 127 (out of 140 countries) for efficiency of the clearance process and
the ime and predictability of import procedures, respectively

It should be notetheproblem ofcumbersome import proceduressentiallyconcernglomestic or onshore
firms, since the offshore sector enjoys a much lighteden, including for importing inputs. Furthér,
the onshore segmenitadeproceduregncompassore than just thproblematiccustomsadministration
asmultiple line or techital ministries also impose requirements and inspectiaurth controls can ensur
public safety for imported food and meitieas well as other goals, hinfTunisia they are clearly excessive
for onshore firmsThe WTO(2016)notesthat more than 38ntitiesareresponsible for technical controls
in various sectorgAdding tothe problem is thiack of a modern risk management systemwtatd make

it possible taeduce the number of actual physical inspections of caegded tolear imports for release
For example, currentlthe Ministry of Commercewhichis responsibléor more technical inspections,
physically inspect400% of containerghereas the international benchmark is just 10%.

A range of evidence suggests thhe trestrictions described above hawegative impacts on form
investment, economic growth, and employme€fttis can be seen, for example, compativegtrajectories

of the offshore and onshorectorsof the Tunisian economy¥rirst, anoted offshore firmsenjoy a much
simplified regulatoryc ust oms, and tax environment, reflecting
and export manufacturingrror! Reference source not founddemonstrates the much more rapid growth

in the number of offshore firms relative to onshore firms since 2005. These data show that the differential
application to these two regimes of a range of market controls hatrbagd impacts orhe structure of

the economy, with the fully exporting sector thrivimgcontrast to domestiorientedfirms.4 Related to

this, manufacturing has seen the greatest increases inaddee over time in recent years in Tunisia.
Manufacturing activities @& generally exempt from entry authorizations and are primarily in the offshore
regime hence enjoy the wide range of benefits just notednterpreting these data, it should be kept in

“This is a form of t(shemotes 10 Gigme3).slotethatdome firnps pn the dnshbre s t
sectod namely, incumbentfirm® may do quite wellindividally, as they enjoy protections from competition. It is
the sectooverallwhich is hampered.
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mind that the comparison of firm growth captures impacts not jusifi@rential regulatory controls but
also the easier labor restrictions and tax advantages enjoyed by offshore firms.

Figure 97 Evolution of the number of companies per scheme (index base 100 in 2010)
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Source: INSittp:/mww.ins.tn/en/themes/entreprises

Second, ne can also see if investment or grovetesponsive to chges in the regulatory environment
(knownasd c hanges testssee($eanotgsets Fgus). Error! Reference source not found.

plots industryalue addedhare of GDRindForeignDirect Investmenin Tunisia for various years against
theWorldBanlb s Wor |l d Governance | n &Bothaneasures arpositivelye gul at
associated with regulatory quality, with tiiect stronger pos2008 than pe-2008. This test thus suggests
thatprivate (foreignjnvestment anéhdustrial sectogrowth respond negatively to a higher burdefoof

poorly designed and implemenjeggulation. The test should be considered suggestive since the WGI
indicator of gwernmental capacity and performance in the regulatory domain may be correlated with other
factorsaffecting output and FDkuch as political stabilityso thathe correlations may capture more than
impacts of regulatory qualitystill, they suggest thapoor (and excessiveggulations constraimdustry

growth and FDI in Tunisia.

15 TheRegulatory Qualityndex captures perceptionsthégovernmend ability to formulate and implement sound
policies and regulations that pemit and promote private sector developimerttimate gives the country's score
on the aggregate indicator, in units of a standard normal distributioramging from approximatef2.5 to 2.5.
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Figure 107 Relation of Industry Value Added Share and FDI to Regulatory Quality 20062015
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Industrylevel or sectoflevel evidence of the effects of regulatatyangess difficult to come bybut we

do have relevant data for omaportant industrymobile phoneservice. This segmewf ICT in Tunisia

was highly regulieeduntil early2002 when Iberalization reformsvere enactedAn analysis byDebbichi

and Hichri(2014)indicates thatftisled to new market entrants andnsequentha sharp decline in the
concentration of market powésee Ainex3 Figure2). Liberalizationalsoled tovery sharp increases in

the number of customers. Although this is a single, potentially idiosyncratic market, this example shows
the potentiaffor changes in the regulatory environment to increase competition and value added. This
experience is also consistent witlsgbstantial crossountry econometrititerature, mostlybut not only

from OECD countriesgemonstrating positivempacts ofproduct marketleregulation on competitipn
productivity andgrowth of sector valuadded:®

Finally, an econometric analydisr Tunisiacarried out by th&/orld Bank(2014a, p 97)used firmlevel
data to measure the effect of changewice cost margins (PCMs) dabor productivity. PCMs a measure

of market powehence(the lack of) competitionsince firms with fewer competitors, all things equal, can
charge a higér price Using datdrom firms in 90 sectors from 2000 to 2010, the estimates indicatathat
five-percentaggoint redudon in marginsn a sector generates additional growth in labor productivity of
five percenin the sectaron averagéhigher for sectors without SOE#) this occurred econorwide, the
results would bedditionalannualGDP growth of around 4.5 percartd approximately 50,000 new jobs
per year.This doesnot measwr the impact ofchanges in regulations per ¢t given the impact of
restrictiveauthorization®n firm entry and compettion, we can infer that changes in these regulations
would havesubstantial effects on productivity and growth.

Taken together, the benchmarkiofyTunisiaagainst comparatoend evidence just described strongly
suggest thatigh levels ofmarket controls for goods and servicesstitutea binding constrairtb gronth
in Tunisia

6 See Bouis et al. (2012); Egert and Gal (20Dfnkov, McLiesh, and Ramalh2006).
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b. Regulation of the Tunisian labor market

Inflexibility of wagedetermination, high social charges, and employment protection
mechanismeeduceproductivityby discouraging formality, thattainment of efficient firraize,
andincreasing youth and nearban unemployment whitbepressing economparticipation of
theworking agepopulation,particularlywomen.

Labor markeg regulationsncludeminimum wagesemployment protection legislatiggoverninghiring

and job terminatiopracticesand job security, mandated benefits such as health care uaednployment
insurancelf designedwvell, these policiestrike a balance between worker remuneration, workplace safety,
and job securityon the one hanénd the flexibility that employers needlie efficient and growon the
other.However, excessively burdensomegulationcan significantlyincrease production costs, reduce
productivity, anddecreasd i r ahibtydto adjust to demand shocksdtimatelyredudng the demand for
labor.Researcton employment protection legislation (EPL) in developing countries, particudgydyihg
dismissal restrictionshows that stricter EPL reduces formal employment, increases the size of the informal
sector,and reducedabor flows andfirm size (Boeri, Helppie, and Macis 2008kenerally,however,
impacts apearmodest, andther studies show no or very small impasts employment and output
(Betcheman 2015; World Bank 2012). This may be becausemployment pradctions also have
countervailingoositive impacts on productivityror examplelongerguaranteegbb tenure may incentivize

firms and/or workers towarchore on-the-job training, increasingvorker productivity. Reviewingthe
evidencetheWorldBanlkb s 2013 Wor | d D e dobstoncjudegthat theReasp @rptl ad re a u 6
effect of EPL andninimum wage legislation wherebyer most of the range pblicy intensity thenegative
impacts aresmall, allowingmeasures foprotection andedistribution b be implementedith relatively

low efficiencycosts Where policies are vemgstrictive efficiencyimplications are morserious, whilet

the other extreme, protectiowdll be inadequateThesefindings suggest thathenbenchmarkinggainst

other countriesye should beparticularlyconcernedvhena country is a clear outlier (in either direction)
with respecto labor regulation.

The 2012Tunisia ConstraintsAnalysisidentifiedrestrictive labor regulations as a binding constreon
growth, andrecent evidencsuggestshatthis remains the cas@unisiaranks near the botted 133out of

138 countried ont he | abor mar k et regul ations indicator
Competitiveness Index for 204817 Figurell). Highly regulatedand inefficientlabor markets are
characteristic omany countries of the region, as the poor rankings of Turkey and Morocco indicate, but
Tunisiadoessomewhatvorsethaneventhese compators. Tunisia ranks poorest dhe followingsub
indicators pay and productivity (132); flexibility of wage determination (129); cooperation in 4abor
employer relations (128); female participation rate in the labor force (127); and hiring and firing practices
(126) Error! Reference source not found). Tunisiathusdoes appear tbe an outliercasewith respect
tolabor regulation.n what follows we discusseveral key features of labor market policie$umisia that

impact these outcomes.
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Regulatory costsfeemploying workers

Dismissalprocedures Tunisiaare cumbersome armdle likely tanhibit entry, expansion and exit of firms

The countryis among the most restrictive in the world in terms of laws covering dismissal of permanent
workers @Annex 3Figure3). Legally, firms are obligated to justify dismissals to the state, and a tribunal
must weigh in orthe appropriateness of terminatidvidence suggests that these ligsitons are not
merely on the books but are enforced.

A 2009analysis Ben Jelili and Goaied Figure 117 Rank of Tunisia in Labor Market Efficiency
2009) found that only 14% of Indicators

dismissals brought before a

government employment ounittee labor-employer

end up being @proved usually the rela(tg)erz)’ 7

employer must prove financial Women in labor Hiring and firing
difficulties or an important contractior forcg]ferﬁfo to N~ praC(g gg; 17

of demand.!” Dismissal periods,

severanceamounts, and procedural ~ Country capacity
to attract talent, 1~

Flexibility of wage
determination, 1-7

requirements also vary according to tl 7 (best) (best)

centrally bargained agreements in ea

sector. Country capacit & Effect of taxation

. L to retain talent, 1- on incentives to

In cont_rast, V\_/her_l itomes to policies (best) work, 1-7 (best)

regarding disnssal of temporary Reliance o ‘o

workers, Tunisia ranks amottige least professional V edundancy costs,
N : . N

restrictivecountries(Annex 3 Figure ma”agbemtem: 1N/ weeks of salary*

4). As a resultfirms resort to hiring (best) Pay and

tempaaryworkers. For example, in ar pmdlécbte"gg’ 17

audi t of textil e

with labor codes, the majority wer Source: World Economi€orum, GlobaCompetitiveness Report 20118

found to use shoitterm contracts as &

substitute for hiring permanent workel _

(Fair Wear Foundation 2016)unisian law permits the hiring of workers fixed-termcontractgor up to

48 months which can be terminated more simply than-epeled contractsifter 48 months, theontracts
convert toopenrended(essentially, permanentontracts, andhe strictregular terminationules just
describedapply. Another advantage for firms of tihemporay hiresis that they are not obligated to pay
social taxes on these workerReflecting this characteristiof Tunisialabor market policya survey of
enterprises with 10 or more workers conducted in 280dakd a low percentage of permanent/indefinite
contract workerfn Tunisia relative to Morocco and Algeria, and a high fraction of workers in definite or
fixed term contractROSES 2005), a pattern confirmed in 2010 ENPE survey data for T(Figiael).
Therestrictiveemployment legislatioremains in placeand enforcedso this behavior by firms bypass
restrictions through temporaiylikely to beno less prevalent today

The fixedvs. operended distinction creatasduality betweeprotected and secure peamant worlers on
the one handind vulnerable teporaryworkers vith no protections or social benefits the other-urther
workers andirms will both be reluctant to invest in ete-job trainingif thee mp | o nelatien8hgp to

T"OECD Employment Protection LegislatiDatabase
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the firm will last onlya few years at mogevenwith renewal otemporary contractsis is likely tobe the
case dnce there is still ngob security) This hamegative implications for productivifQECD 205b).18

Figure 1: Employment Modes
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41.6% = Men
34.9% m Women
28.0% Both
' 19.5%
11.4%
Fixed Term Contract Permanent Contract No Contract

Source: National Survey on Population and Employment (ENPE) 2010

Minimum wage legislation

Minimum wagescan helpprotect vulnerablelow-incomeworkers andthosein labor markets where
employers have market power to set wadéso high, however, mimhum wages may discourafiems

from hiringnew workersespeciallyyouth, whose work experience hence productiaigrelativelylow.
Further, national minimum wagea Tunisia are set annually, and sometimes retroabtivereating
uncertainty for employemshile imposingwage changes that may not be linked to changes in productivity.
Analysis by th&Vorld Bank(2014g) indicates that the minimmwage in Tunisiaverallis not high relative

to labor productivity it was only24% of average value added perrkar, below the ratios of Lebanon,
Jordan, and Moroccélowever, given thavide dispersion of productivity among firms in the econoiny,
may still represent eonstrair for many firms,depressing employment and growth.

To assess wheth#dre minimum wage isimiting employmenta standard test is to sée large share of
workers are paid precisely the minimum wabes would indicatthat it functions as a floor to wage offers
and that firms wouldbe willing to hiremoreworkersif they couldpaya lower wageThe wage distribution
in 2011 (Figure) does showa pronounced spike at the minimum wage, sugggshat for mang
presumablylower-productivityd employersthe minimum wage constrahiring. At the same time, the
distributionshows a substantial share of workers being paid less than the minimum Weepe wage
earners are presumably informally employed, firms seek to evade the constraint byiding
formalization. Thereforéhe figure also points to efforts to evade ¢bastrainon the part of many firms.
Simulations forTunisia (AngelUrdinola, Nucifora, and Robalino 2018howthat in the absence of a
minimum wage, the youth unemployment rate andesgployment rate could be reduced by 6% and 2.5%,
respectively, anthat formal employment could increase by as much as 6%.

18 perhapsusrprisingly, only 15%of firms in the 2013 ITCEQ enterprise survey cite labor regulations as a moderate
ormajor/severe obstacle to current operafihresshare is highest for firmsaferl100workerg. This may be because
manybusinesseare able tevade the constraint aremainflexiblein their hiring by operating as informal firms or

by hiring workers essentially informally through the fixed contract mechanism described above.
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Figure 131 Wage distribution compared tominimum wage
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Fiscal costs of employing workers

As shownin

4, total taxes as a percentagetaprofits of Tunisian ompanies exceed the world average and the average

of countries with similaper capitancomes. Relativeto comparators like Morocco, Egypt and the countries

of Central Europe, Tunisian firniacea very high official burden in terms of tasethetotal tax rate on

firms is about 63%making Tunisiaomething of an outlieit should be noted that this the de jure, gt

facto burden andmany fimsmay evade the high rates in various Ww
system of tax incentigeThat said, it is likelythe very high official tax rates dirmsact tosignificantly

distort incentives, in part throudghi r evesi®e behavio(including informalization) disincentiviing

formalhiring. Asshown thedifferencewith other countriearedue to very high employer contributions

to social security25%)as wel | as t o 6ot her taxesoThehighscial he f ue
costs per worker raise tgap between what the worker is paid andatteal cost of the worker to the firm,

hence raisethe costs to firms of hiring labor
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Figure 141 Firm Tax Obligations as a Share oProfit
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Thesetaxes on labor fulfill an important social function in thatfinedsare usedto nsur e woer ker s o
being. However, together with restrictive labor regulations, the costs are high enough that they can
discourage hiring, or hiring workers formallgy can discourage firms themselves from formalizing.
Ultimately, the overall level of protection of workers in Tunisidikely significantly lower than it could

be, sincghe large number ahformally engaged workers receive no benefits at all.

The negativemploymenimpacts ofrestrictive employment protection lavand highper workerfiscal

costslabor arereflected ina smallaverage sizef Tunisian firmsAs reported in the 2012dBstraints

Analysis Tunisian firms tend to have fewer employees thanldbee x pect ed gi ven t he c.
of developmentAs shown inFigure2, Tunisia liesvell above the regression line shogthe relationship

of theshare of microenterprises (under 6 workers) and log of per €p#a The Tunisia data used in the

regression angsis is from the 2010 INS enterprise registry. More recent data from the INS registry indicate
acontinuecpredominance afuchvery small enterprises: in 2015 their share was 97 pettghisé c a me | s

and hippo8testprovides strong evidence that largemsd i.e., those more intensive in laldofind the

Tunisian economy a difficult environment in which to thrive.

¥ For a regionalcomparisow/orld Bank(2014ay e ports t hat only 37% of Moroccan
fewerthan 10 workertt should be noted that thNS registrydata for Tunisian enterprisesay be somewhat

unreliabldb ecause of incentives t o undaofwaggorbotinarddrtor més nur
avoid high social charges and taxes.
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Figure 251 Fraction of firms with fewer than 6 workers
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This patternmay reflect not just the high regulatory and fiscal costs of hiring workers, but also market
governance burdens discussed earlier that would encourage the predomfisamadeioformal firms that

can evade such restrictions. However, Tunisia is unusual in that virtually all enterprises are officially
registered and pay some tax#isereforesmall size does not provide a way to avoid most market regulation
(though burdes areset disproportionately low for microenterprises), while it does provide a means of
avoiding high labor costs. Therefore, it appears likely tigh risks and costs of hiring workers formally

are the main cause of the disproportionateégh share ofsmall firms in Tunisia. This conclusion is
consistent with a body of evidence from developing countries showing the negative effects of labor
regulationsparticulaty restrictions on dismissals, on firm siZ&dmedia and Dusanlo 2012; Almeida and
Carneio 2009).Limits to firm size in turns place limits on firm productivity growth, not to mention on
employment itself.

Gendered impacts of labor market regulatidine wage setting mechanismsigh social charges, and
employment protectiolawsdiscussed atve affectboth men and womerHowever, other areas of labor
market regulationare specificallyor largely genderfocused and ttus will have partculady strong
impacts onrw 0 me Bodreomic participatiorand opportunities for advancemefihese include laws
regarding discriminatioased on gendechild-related leaveand other family benefiss nd wo men 6 s
access to certain forms of wotlk Tunisia these lawgienerallyoffer little protection for womeim the
workforce, and sometimes actively inhilitit While dismissal of pregnant workers is prohibited, and
mothers are entitled twursing breaks at workhild-related leave entitlements are particularly low (30 days
of paid maternity leave, with nmpaideave entitlement, and just one day of paternity leave$, Idyether
with the high cost of childcarékely contribuestow o me n 6 s laberrfoyceparticipation(OECD
2015 see Annex 1 for further discussion of women in the labor markenisia haso laws mandang
nondiscrimination on the basis of gender, eitimgpay or hiring. Finally, the Labor Codrohibits most
night work for womenas well as their participation in certain occupatitmst aredeemed unsafer
unsuitable for womenn sum, whilethe state inTunisia has avery strong regulatoryresencen the
labor market overallit has few regulations that protect wordes  rim tigelwbrkforce, andome that
directly act toprevent their participation.
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c. Inadequate and variable supply of water in interior regions

Inadequate and variable supply of water inhibits medium and long term private investment in interior
regions and reduces the sustainability of those investments, primarily in agrecultur

As both avital determinant of health and aputinto productionadequate water infrastructureessential

for inclusive economic growtfl. u n i gebgaaphgmakes iamong the most watescarce countries in the
world andthe countryalso faces significant challenges with water quditgspecially rising salinity
level® that are exacerbated by climate change. Due to decreasing rainfall andxphtation of
renewable water resources, oncenerous natural springs that fed oases, rangelands, and other agricultural
lands have dried uim the last few decadgand the majority of central and southern aquifers are depleted
or are being ovewithdrawn(Verner, 2013)This raises the costs arisks of investment in interior regions,
particularly for agricultue and agreprocessing the main employers in these regions.

A growing urban population, along with induatrand agricultual expansionhas put immense pressure

on Tuni siads al r ea Bgtwesnc20l2 arel 2043 dloea, watereuseoguerv dye 12%,
primarily due to Tuni sViorldBankg20Eia).Still, mgyiculture bcaonntsgoo p u |l a't
80% of water use in Tunisialose to the average for Africa and Asia; household use is 15%, and industry
accounts for 5% (FAO, 2011Juture demand for water is expected to increase due to population growth,
urbanization, and growth in industry and tourjsmdis predicted to surpass supply by about 2030 in the
absence of more efficient water conservation strat€biss-CCC 2013)Already, sirface and renewable
groundwater resources in Tunisia are almost completely appropriated.

Compounding the effects of gming demand, rainfaltelated risk appears to be increasirgrmers have
abandoned agricultural land in regions of the country (e.g. Gabes) where they compete for water with
industry (The Economist, 2014%iventhe importance of agricultural expofts the Tunisian economy,

the vulnerability of agriculture to wateelated shocks hagdespread consequences. Oliveppduction

andex ports ( Tuni si a0ispagialartavelbedoraerhighdy variablm xhe 201320114,
harvest season, due drought, olivenil exports accounted fgust1%of t he count,wihds t ot
a value of $223MYet by the following season, 2014/2015, Tunisia exported $924M worth of olive oil

6% of total Tunisian export valu€igurel6shows that variability of total output has increased substantially

in recent decadeshile overall output has increased less than proportiontitaty haghe area of land
cultivated, indicating falling productiwit In 20162018, a lack of water due to drought and distribution
losses once again reduced the olive haytbist time by 55 percenaccording to data from thdational

Olive Oil Office. To offset variable rainfall, olive producers are increasingly usiiggation from wells

(Olive Oil Times, 2017), a practice that may accelerate the depletion akEnewable water resources.
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Figure 16- Olive output and area cultivated, 19762013/14
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In the summer of 2013, the greateniBarea, with a population of 2.5 million people, experieftsduist

cuts in water services due to shortag&'®ild Bank2014a). Water supply cutarebecoming more regular
andoccuroutside ofdrought yearg§Ministry of Agriculture, persnalcommunication,2017) By Mid-May

2016, authorities had announced more than 700 water supply disrupcstsown inFigurel7, interior
regions arelearlydisproportionately affected by water shutofist they also occur inorthern and central
areas whergvater is more abundaft Water shortages have led to protests and social unrest. Following
protests over severe water shortages i%A 2016,

Figure 17 - Number of water supply disruptions by month and region, 2016
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20 Note, however, thatome of these cuts appear to be regular outages for maintenance by SONEDE.
21 News24, September 9, 20 16tp:/www.news24.com/Africa/News/tunisigate rshortagessparkthirst-uprising
warning201609198
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Farmers and firms havaken private action®tcircumvent the growing water constraiim ways thatlo
further harm to sustainability of water resourdémistry of Agriculturedataindicate that many farmers
have attempted to get aroumtreasingvater scarcity by drilling their own deep aquifer wells, which is
both costly and illegal hence potentially risky to them. Between 20k8r( the Ministry begaestimating

the number of illegal wells) and 2015, over 10,000 illegal wells were crdab@dl an estimatedase of
just 1,636. In addition to drillingnew wells, farmers have been illegally transforming wells of less than
50m, which previously did not require a permit (but novesdmoted, into deep wells. This results in water
extraction being shifted from superficial phreatic aquifers (which rechiaggee are sustainable) to deeper,
confinedaquifers which do notrecharge hence are not sustainable. In Sidi Bouerhoratefor example,
90% of wells were transformed from extraction of sustainable tesnstainable sources (USAID, 2017).
In 2015, aradditional 273 milionrAo f wat er was il l egally exploited f

The cost of drilling an illegal wellanges fron$200 and $250 per meter (FAO, 2009). Hence the typical
drilling costs for a 100m dedpVC-lined borehole in Sahern Tunisia are estimated to be $24,290. While

unit cost varies based on how much is pumped frosetlells, private wells startuplus pumping costs

over 5 years average $0.22/maBwater extractedPublic irrigationprovided by the government, in
comparison, costjust $0.06/m3 (Tetratecttonsultant report2018). As thisé ci r cumbthen t i on
C 0 n s ttestahows pridate businessare willing toincursubstantial cogb access water throughiillegal

wells, indicatingthatinadequat®r variablewater supplys a binding constraint iagriculture

Further, these purely private costelerestimate the social cesf this circumvention behavior, given the
potential effects ofuturewater supplyTroublingly, in many parts of Tunisitne groundwater stress index
(which measures the ratio of groundwater withdrawals to the local recharge rate) is greater thag one. A
valuegreater than unitis considered unsustainapés continued groundwater consumption at these levels
reducsfuture groundwater availabilityrtherefore unmanagehlilling represents a tragedy of the commons
wherebythe private actions ofindividualsdo not account for the future social costs of that behavior.
Finally, as additional evidence of circumvention, we rtbt in central Tunisia over 80% of perimeters

are now equipped with drip or targeted irrigation methods to maximize the output of each m3 of water. In
field visits, farmers havéndicated hat these systems are recent additions in response to wategs&8rt

While the largest impacts of water constraints would be felt in agriculture, other industries are not
completely isolated frormpacts,especiallyif they arelocated in wateiscarce interior regions. the2015

2015 ITCEQ Survepf manufacturing and seoes firms, approximately 18% of firms operating in interior
regions cited access,tor the costafwa t e r as a moder at e, maj or or sev
operations. Although this is a relatively small percentage, many firmdikalealreadycircumvented the

lack of highquality water resources by investingpiivate cesalination plants. Currently, there are 48 large

water desalination plants in Tunisia, most of which are run by industry associations to provide their own
water supply dbigher cost than public tariff rates. Additionali/orld Bank2009)reportecbn the frequent

resortby the private sectdo small desalination plants industrial selipply, at higher cost

Gl obal cli mate change astalcelimatic zosd ase ihascapabbalidids,asisn i n  a
the future increase waterdemand from a growing population. Nevertheless, much can be done to ensure

the growth and sustainability of watdepen@nt sectorsthrough investments that increase #figciency

of water usen agriculture and discourageoverx t r act i on of the countryés sc

22They arenota response to direct price increases, since the public tariff has chamgfitle.
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Overall water scarcity and regional disparities

TheWorld Bankconsiders Tunisia to b@vater pooo, with a renavable water availability of 377 #iper
capitg which as Figure 18 shows\igll below the average of 1,200 mer capitafor the Middle East and
North Africa (MENA) region, which is already the most water scarce region in the (weokddwide,
average water availability per capita is 7,000 WDI data) Tunisia is in the bottom 10%f countries in
terms of water sustainabilipccordingtd= A O6 s Asyruegy(¥/orld BankWDI, 2016).The majority

of potentially available water resour@ginternal renewable surface and groundwater resources, although
the county does have acce$ss some other water sourcd®tal internal renewable water resources are
estimated at 4200 M#per year (CEDARE, 2014), with unconventional sources (treated wastewat
desalinated water, and drainage water) representing anothieindf)andexternal renewable resources an
additional 400 M. Non-renewable groundwater resourcdd afurther 650 Mni per year.

Figure 18- Internal water resources per capita
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In addition to low average availability, Tunisia experiences strong seasonal variability in both faifall
noted aboveland surface water, as well as extreme Hatemual variability including frequent severe
droughts (Bouchruka et al., 20\&orld Bank2009.

There aralsostarkspatialdifferences in water resourcasrossT uni si aés t hr effNotmai n wa:
Central, and South. The Northern region contains approxime®yo f t he countryods wat
while the Gnterand Southern regionsontain B and 23 percent respectively(Table 1). The resultis

considerable regional disparities in access to water. The Ministry of Agriculture has identifiedne3

where aquifers are at high risk of depletion, ianecentupdates to these maps almost tilered zonesre

located inCentral andSouthern Tunisia.

Table 1 - Spatial Distribution of Water Resourcesn Tunisia (Mm?/year)

Far North North Center South Country total

360 1230 320 190 2700

2854 862 N2 4836

SourceWorld Bank(2009
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Water Resource Management

Tuni si adbs Water Sect or sBduredeguatginnkire maienfarsali Turesanst h e n ¢
while at the same time ensuriagonomicdevelopment, especially agriculture in interior regidghin
agriculture,policy has emphasized impriog the efficiency of irrigation systems and water resources
managementVater managemeint rural areass overseen by water user associations (WUAg)chare

in charge of the operation and maintenance of canals, other infrastructure, and investimensving

irrigated perimetersNUAs charge fees for water to members, but less than 40% of fees are actually
collected (Abdelhafidh and Bachta 2017). Phiee of water charged by the WUAs vaneslely, between

TND 0.5 and 1.2perm3. Farmers haveomplained of poor water quality and water cutoffs (Watersum,

2016) and poor governan€BunisianUnion of Agriculture and Fisheriggersonal communication 2017

Inearlier decadesccessingmundwater resources a depth greater than 5@equired authorization from

the Ministry of Agriculturebut since 2003hisapplies towells less than 50ras well(FAO, 2009) Despite

this, the rate of groundwater exploitation is consistently above 100%tlatdof deep groundwater
exploitation is 80% (Louati and Bucknall, 2009hroughoutthe 1980s and1990s the GOT invested

heavily in improving the efficiency of water use throwgdter irfrastructure projects and subsiaion of

private investment in modern irrigation technologiesday, howevelthe water infrastructure is outdated

and in poor condit i on sedimentaterdisestimatedno have leddtdesal 6 | e a k a
reduction in reservoir capacitgf 40%, a result of poor watershed management. Large reservoirs
specificallyhave experienced a reduction of 25% (Ministry of Agricultpeg®nalcomnunication2017).

While public understanding of the water crisis iswjir@, the continuation ollow tariff ratesvorksagainst

this understandig® aswell as, of course, incentivizing overse. Farmers directly experiencing shortages
have decreased their reliance on waméensive thredier cropping (growing a primary crognd then
adding fruit and vegetables on the field). However, watemnsive fruits and vegetables remain common
for farmers not directly suffering water shortageserall, a major shift away from wateintensive
industriehas not yet occurretheresult of intentional or inadvertent policies that encourage such activities
in agriculture, especially artificially low water tariffsSuch low private costs lead to unsustainable water
use and thus silently shift the costs to future producers ancheitize

Impacts of Climate Change

Arid conditions, high rates of evaporation, and low and variable ramtethe North African region

paticularly vulnerabletoclimate hange. The i mpacts will mani fest pr
and agqifer recharge (replenishment) raté¥drld Bank 2016). Annual rainfall has decreased 5% per

decade in th@orthern part of Tunisia since 1950, even while heavy rainfall events have become more
frequent (Verner et al. 2013). The projected decrease iralidiyf2050 (relative tthe 1961-1990period

ranges from 10% in the Northwest to 3@9the extreme South of the coun@limate models predict that
Tunisia will be one of BatecsasshO40iMRE2015)dempeaatres 6 e x t r
in Tunisia will increaseon average byn estimate@.7 degrees over the same period. Furtherpuye

years will become more frequent and more intense by 2030, and extremely eixyrantelyhumid periods

will alternateébetween seasonshe® climate change impacts, particularly in the saifitthe country are

expected to further exacerbate already fully appropriated anestressed aquiferélready, inthe 2017

Ministry of WaterWillingness to Pay Surveyarmers in central and southéranisiareportexperientg

regular water shortfalls 62% and 81% of the tinespectively
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Since rural households relying on agriculture are disproportionatelygoassevulnerable to poverty,
climate changewill, in the absence of strong countermeasures, lead to higher poverty and exacerbate
nationalinequality. Modelling reported in Verner et al. (2013) suggests degiending on the climate
change scenarjdarmer incomes will fall byoetweem% and13% by 2030. While all groups experience

a decline, effects are smaller for rural nonfarm households and smaller still for urban households

Conclusion

Theevidence demonstrathat inadequate and variable water supply is nedgtingoacting agricultral

output and incomes, especially in poorer and rural areas of Tulmdiese areas, water scarcity and
variability is clearly a binding constraittt economic growtiOutput respondstronglyto variation invater

supply, as indicad by the strongear to yeavariability in oliveoil production Agricultural producersre

taking extensive and costly amtisd especially, digging illegal welis to circumvent the constrainivhile

it may not constitutean overarching constraint tgrowth like the two preioudy discussedbinding
constraintsthe significance of the water constraint sowth in rural areasgrowth thatwould helpto
rectify the countr ydsangreral pavestyieenident. Fether, avhlealdrgeri n e q u a |
(national) binding constraint to growth from inadequate water supply rbaya future problem
sustainabilityissuesrequire urgent action now to forestall that crisis.

5,0t her constraints considered

In addition to the binding constraints described abaesgssessed a variety of othptentialconstraints
and conducted tests dinem as warranted by iril review of the literature, discussions with stakeholders,
and availability of datarhis sectbn briefly covers these items.

a. Access to Finance

Problems of access to finance can pose a binding constraint to grofivtan€eis costly enough to
discourage potential investors from undertaking rigturn investments that would otherwise be profitable

Tuni siabés financial sector is wunderdeveloped, wi:
attention The countryis ranked very pooyd 127"out of 138 countrigd by the World Economic Forum
on the soundness of iits banks. The banking sector

levels of market control and state intervention. While there are many private banks in the country, market
competition remais low,with thethree largest statewnedbanksaccounting for 3% of total banking

sector asset@/Norld Bank2014a) The Heritage Foundation has consistently given Tunisia low scores on

its Financial Freedorimdex(placing itfirmlyi n t h e ¢ tegopy)due soshe dodtrol@xercised by

the centr al gover nment oNgurelt Sinee 2@06, Tunitia hasdearnel @ n a n ¢ |
score of 30 out of 10@n the indexwell below theMENA regionaverageConsistent with these low scores,

theDoing Businessurveysranks Tunisia 101st in the world in Getting Credi2017
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Figure 1971 Heritage Index of Financial Freedom
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The bankingsector is limited by a lack of depositsreflection of low financial sector penetratipandby
theburdenof many norperforming loangNPLs), whichaffect banking sysim soundness and reduce the
amount of capital available for lendingPLsas a share of total bank loans in Tunisia stood at 14% in 2016
much higher than the averager lower middle income and upperiddle-incomecountriesof 6% and
3., respectively(source: WDI) The ratiofor Tunisiahas improved considerably since the early 2000s
when it was well over 20%A driving factor behind these high rates of ferforming loand andthus

T u n i dowairfiesnational ratingdfor banking system soundrsdsis the relationship that banks
(particularly public banks) have with heavily indebted, poorly performing-stated enterprises (SOES)
and favored industries. Many banks still maintain their ties to these firms regardiéss efability,
diverting resoures frommorepromising newprojects. The poor performanceTainisian banks is largely
concentrated among the stat@ned banksreflectingtheir much higher share diPLs.

Despite these weaknessdemestic credit to the private sector by banks psreent of GDP has grown
slightly over the past decadeTunisia reachingr5.4%6 in 2015(Annex 3 Figure b This isbroadly similar
to that ofothercountries in the region throughout this peribavell belowuppermiddle-incomecountries
such as South Korea, Malaysia and Thailand. A similsture emergeoking attrends in the absolute
volume of lendingBy this measure as well, credit to the economy has been on an upwardhickrting
since the RevolutiarMedium and log-term loanswhichare generally used to finance projects knger
investmentsincreased from 24,924IDT in 2010 to 37,50MDT in 2015according to Central Bank of
Tunisia dataThis expansion of credituggests that overall, lack of finance may notdmnificantly
constraining the economy.

An additional source of evidencetiee level and trend ireal interest rateasa close proxy for the shadow

price of financing which, if unusually high, could signal a supply of finance constraint to private
investmentWDI data for 2@-2015 ndicate thainterest rates in Tunisia remained broadly similar to those

of comparator countriescluding Bulgaria, Chile, Jordan, Korea,alysia, Romania and Thailand

suggesting that the shadow price is not unduly Iffginex 3 Figure6). However, irterpretations

complicated by the fact th#te Tunisiangovernmentmposesan interest rate cagn the rate banks can

charge on loan®bsevedinterest ratethusmay not reflect the true costs and risks of investment projects
andcredit rationing may prohibit riskier projedt®m being financedConsultations indicate that this was

not a constraint for lending to largenore establishedlients but it likely limitsbanksé abi | ity 1
credit appropriately to less established or more risky clients, hence their willingness to lend to such firms
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There is evidence thateess to credit ia problemfor smaller firmsInthe 2013VNorld BankEnterprise
Survey dmost half (46%) of small firm@etween 5 and 20 employeesportedhataccess to finanogas
amoderate or severe obstacldheir operationsthe percentages were lower foediumsized firmsof 20

to 99 workes (31%) and large firm®f more than 100 worke(6%).22 It appears thatanks largely cater

to a relatively small group of large, wadbtablished firms. Most banks have not developed tailored SME
solutions despite the predominance of small firms iretemomy.

The weaknessenoted abovenay well pose substantial problems for growth infthereandsuggest that

some firms are constrained by lack of credit. Overall, howekerevidence, in particulénat the volume

of Il ending is not | ow for a suggpesthatlackofatessTownhigls i a b s
cost of finance does notirrentlypose a binding constraint to private investment and economic growth.

b. Human Capital

Tunisia ha achieved impressive resuitsenrollment and educational attainment over the past several
decades. Between 1990 and 2014, gross secondary enrollment rates in Tunisia doubled and gross tertiary
enrollment rates almost quadrupl&dA quadrupling of gosstertiary enrollment over the last quarter
century (from 8.9 in 1990 to 32.8 in 2016) has been driven in part by rapidly growing female
enrollment. The tertiary enrollment rate for women was significantly lower than that for men in 1990 but

by 2016 hadeached nearly 175 of the male enroliment ragé.

While Tunisia has made great stridesimrollment and grade attanent, 8me evidence suggests that the
quality of educatioomay be poorRelative to OECD countries, Tunisia underperfeon the PISAests,
administered to Xyearolds in countries around the worl@unisia was 1.38tandardleviationsbelow the

OECD average in mathematics, 1.39 SDs below the OECD average in reading, and 1.24 SDs below the
OECD average in scien¢PISA 2015 Databasefiompared to otheWIENA countries participatg in the
2015PISA, Tunisia performed only slightly worse, reflecting the overall poor performance in the region.

The impressive progress sohoolattainment has not been accompanied by the creation of commensurate
job opportunities foan educated labor forcés noted in Chapter,2overall,unanployment rates have
declined moderatelyfrom the high levels seen 0112012, thoughiheyare much higer for women than
men(23% vs. 12%)As Figure20 shows, memploymenamong the uiversity educateds very highd

29%03 and wel abovethat for othereducatiorlevels a pattern thais observedhroughout the region.
Equally disturbingwhile unemployment rates have fallggnificantly for other groupsince 2011it has
remained essentialtthe samelevatedevel for university graduates.

2t should be noted that microenterprises, which are businesses employing 6 or fewer workers and maké&tip over 95
of allfirmsin Tunisia, are notincluded in the Enterprise Survey.

24WDI dataGross enroliment rate for a given school lévelefined as the number of people enrolled in thatlevel
overthe totalnumber of people of the official age for that level (e.g., a8 1& secondary).

%|n 1990 the gross tertiary enrollmentrate for females waééetsus 108 for males. By 20@the

corresponding rates were 4%for females and 24%for males.

36



Several possible factoreay explairhigh rates of graduate employment. On the supply Bidee appears
to bea high reservation wage among graduates, and a girefagence for public sector employmesith

individuals willing tostay unemployedndwait for a pubic sectorjob (OECD 201%). Indeed, a highly
disproportionate share of educated worlkaees
foundin thepublic sectoywhichis the primary
employer ofuniversity graduatesin 2013, .
government and public enterprises togetl
employed ovel55% of university gradates

Figure 207 Unemployment Rate by Education level 201
2017

, 25
(Annex 3 Table 1)In contrast, lowesskilled 20
workers arefound primarily in the private 15

sector.Despite an increasinglyell-educated
Tunisian population, thereforgrivate sector 10 I I

employmentcontinues to be dominated b I I I I
low-skilled occupationgAs noted inSection 2

even offshore sectorexport manufacturing
largelyfeaturegow-skilledlabor.

2011 2012 2013 2014* 2015 2016 2017
B Primary ® Secondary ® Tertiary

. SourceNational Institute of Statistics
High graduateinemploymenteuld also be the

result of a lack of adequate skills, or skills of ti (*) Comparable 2014 data not available

right kind, i.e., &ills mismatch. If this were the

case Jack ofskills, or more broadly human capitabuld be a constraint to growth. Given the evidence of
low schoolingquality in Tunisig this is at least plausibl®loreover, data fothe academic year 2010/11
show thaibout 636 students in tertiary education institutions were in the fields of humanities and social
sciencesskills thatare less relevant farivate sectomdustries especiallyin technical fieldsuch as ICT,
agro/industrial, antinance.However,perceptions of the private sector do patvidestrong support for

this as a major constraint the 2016/17 WEExecutive Opinion Survegf business leadersadequate
quality of the workforce was ranked only"@dut of 15 potential impediments to doing business in Tunisia.
In the 2013 Enterprise Survey of 592 Tunisian firms, only abo% @Bfirms listed an inadequately
educated workforceasamajororseveie st acl e t o t he fEirorl Rebeencesourceent op
not found.). Of note howeverijs that56% of the offshore (egorting firmsin the survey did so.

If lack of skillsis a constrainto firmsin an economy i.e., skills are rare relative to tdemandor them

-we would expedits price to be particularly higkorskills orhuman capital, the shadow priseneasured

by labor narket returngearningsto additional years of education. This is done usingMireerian
regression modelyhich regresses labor market earrsiog schooling, labor market experience, and other
relevant variabledVe use th014Tunisian Labor Market Panel Survey (TLMP&)d follow the model
specificationused in several recent muttountry studies to facilitate comparison with findings for other
countries The resultgseeAnnex 2for detailg, indicate thathe increase in eaimgs from an additional
year of education was 2% overall, and slightly higher for women than mé&r8(vs. 7.0)For men at least,
this is in line with the average for MEN@ountries reported bylontenegrand Patrinos3014)(6.3)
though for womeiit is well below the MENA average of ¥4. In models allowing the returns to vary by
education levelthe table reveals sharply rising returns for higher levels of education: the anngahgain
earnings from an additional year of primary, secondary, and w@itivare, respectively, 3%, 10%, and

15% (mean and womeoombined). This is different from the pattern for a sample of MENA countries
examined by Montenegro and Patrinos (2014), for which average annual returns for primary, secondary,
and universityere 16.0, 4.5 and 10.%. Also noteworthy in our estimates is that returns to a year of
university are higher for women than men (28.s. 14.34%).

The results arénerefoeambiguous with respect to whether the shadow price of human capital is high in

Tunisia and indicating a binding constrainflthough the returns to a university education are high
compared with lower education levalsd withregional average#iie unemplgment rate among university
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graduates is alseery high This would argue against the notionaofinadequate supply of skilled workers
relative to demandht leasbverall Insteadjt is more likely that Tunisid snemployment problem, ainal
particularhigh graduate unemployment, reflects the inability of the economy to generate enough investment
and jobs to meet the supplymméwworkers. Thism turn derivesubstantiallyfrom a poor business climate

for investment, and employment legislation that cediabor market flexibility and hiring.

There may be exceptions to this overall conclusionhénexport manufacturing sector, the prevalence of
complaints about workforce quality suggests that lack of adequate skills may be a barrier to thesgctor bei
able to move out of low valdadded productionfurther, he combination of high returns and high
unemployment among weflducated Tunisiansould signalskill mismatches, that is, that many of the
university educated do not have specialties demandt#utebyarket® Still, althoughrecentob growth has
beenmainlyin low-skill sectors, job creation balso been strorigseverahigh-skill industries, suggesting

that firms are able to add and fill jobs with high human capggliirementsiNS dataindicate thabver

the period2005to 2015 employment ininformationandcommunication increased by over 24@nd
employment ireducation, health and social assistanceeased by over 1% (Annex 3 Figurer).2”

Overall,an inadequatesupply ofskills does not appear to becarrentlybindingconstrainttoT uni si a6 s
growth, butwarning signs for the futuiaclude lowschoolingguality, potential skills mismataks and the

exclusion of educated Tunisian women from private sector employment. To the extent that other, more
binding, constraints are relaxed and investment and growth inskitifindustries accelerates, human

capital could indeed become a binding constriéitie supply and quality of education do not adjust.

c. Infrastructure and Transport Logistics

Well-functioning infrastructure, including transportation infrastructure (road, rail and marine),
communications, and access to electrigihprovesoverall facor productivityin the economylnadequate
infrastructure can redudbereturns on otherwise profitabdetivitiesand, in doing so, constrain private
investment.ITCEQ surveys of firm managetiadicate thatnfrastructurassuesveralldo not seem to be
an obstacle tdlunisian firms.In fact, in the arveys from 20142015, and2016, infrastructurevas
consistently rated as the most favorable business climate compdoemver,infrastructure comprises
manyelementsfrom transportatioto communications to seage systemslhe overall satisfaction with
infrastructure hides important differences betwin@sesubfactors The quality of electricity access and
provision appears to be above average relative to compatdtwsyver transpotation infrastructure is
viewed substantially less favorably than all other infrastructure subcompdneith an average rating of
59.5 compared to average ratings between 72.2 and 85.7 for other subcomipotienf016 survejf
Therefore weconsider transportation in detail

In Tunisia, road transport is the predominant channel for both passenger travel andlgetalsel of
developmentoT uni si ads r oad net wo.lnkernisef ddansity rélatimétaMandt h ma n
areaadtopopul ati on, Tuni siads road network is compa

*This is supported by the factthatemployment is much higher for individuals with certain types of degrees than
othersForexample, in th2011INS labor force surveynemploymentppeared to beelativelylow among labor
force participants witdegrees that were presumably in demand by the private sector, including engine@ing (11
and medicine or pharmacy¥@. Conversely, graduateswith degrees in humanities andsoieiates as wellas
those with degrees in economics, management and law allexperienced an unemploymentate of 26

2" Firmsalsodo not appear to be importing skilled labor in significant amowitch would be an indicator of a
domestic shortage of sutdbor.In 2015, immigrantsnade up onlf.3% of the Tunisian populatio(De BelAir
2016). While the level of immigration reflects other factors in addition to labor market conditions, this suggests that
businesses do not feelthe need to rely on impdateor to any significant extent.

2 Water infrastructure qualifig also perceived favorabily the surveybutit should be noted that the ITCEQ

survey includes neagricultural enterprises only.
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although it remains far less dendban in Malaysia, Romania, Turkeyand Chile (Source:
https://knoema.com/ and WPIYet while road infrastructure iselatively favorablethe price of road

freight transport izery high. As shown in Figre21, average truck freight prices2014 studyvereUS

$0.22 per ton ki@d barely lower thain the US.,withoverl0OtmesTu ni si a 6 &EDPp e avaragep i t a
priceof truck freight in Tunisias much highethan inmostother developing countriesd regions.

High freight costsdespitehavingarelatively good road infrastructurgevidence opoorefficiencyin the
transport sectofn Tunisia, the sectas marked byhigh fragmentation anthe predominance of many very
smallor informal carriers, on the one hand, and the tendency of firthandle their own transport needs,

on the otherthe latterimplies that vehicle use is not optimized and characterized by substantial idleness;
World Bank2016). As noted earlie(Box 2), these patternkkely reflect, in largepart, barriers to firm

entry and growttcreatedby regulations on minimum fleet size and maximum vehage and the
prohibition on foreign owership. The freight transport sector is also limitgdan absence tdgistic zones,

which could provide a locus for more
sophisticated and integrated overlai

. Figure 217 International truck -freight price (US cents
transport services.

per ton-km)

Export LogisticExport logistics, including 45 -
port operations, is @articularly important 40 - 38
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Notesto Panel ATunisia is indicated by diamond
SourceWorld BanklLogistics Performance Index

Port efficiency with regard to cargo handling is quii in Tunisian ports, by both regional and
international standard®ucruet, Itoh and Merk, 2014)nternational Transgb Forum datgreportedn

OECD, forthcoming)show that the averagmrgo handling timétime loadingunloading a vesseln
Tunisian container ports in 2015 was 2.8 days whereas the global @& enatehed by a number of local
comparatord is only about one dayOutdated equipment combined with terminal congestion created by
the usage of terminals as storage areasdptainers has contributed to this situaiféforld Bank2015)

The inefficiencies at Radgsrt (near Tunisappear to béhe mosterious andgivenits dominant share of

overall portcontainettraffic, they drive the poonational levebutcome®bservedlt is noteworthy that in

Rades, the statewned enterprise for cargo handling, 8wciété Tunisienne d'Acconagtele Manutention
(STAM), is the sole concessionaire for cargo handlinguding both containers and RORK®II-on/rol-

off). The lack of a private competitor in Rades, or other forms of pressure on the operator to achieve
efficiencies and cost recoveliglikelya si gni fi cant factor in the poor
important port.These inefficiencies add further to costs to shippers by forcing ships to wait extended
periods outside the port before unloadiag beginThe average waitintime at anchor ofontainerships

before they can ent®&adesportin 2015was 151 hours, or oveix days compared to 64 hours in 2010,
marking a significant deterioration from before the revolu{dforld Bank WDI, reported in OECD
forthcoming.

Inadditionto STAMS goorperformancea number obtheraspect®f market governance hinder efficiency
andinhibit T u n i s$ntemaii@nal tradeprimarily by restricting entry into logisticselated activities
(OECD forthcoming)For exampleshipping agents, maritime cargo agents and freight forwanalgstsbe
degal entitie& that is companied rather than individual orate progrietors. Further, théegislation
imposel on these companiéscludeminimum sharecapital requirementsind thesecan be different for
each port in which a company operates. Freight forwarders and@agegbcompanies are required to own
or lease a warehouse, which must comply with requirements on minimum size and location. In addition,
the regulation specifies ceimamachinery with which warehouses must be equip@enbined these
provisions make it difficult for supplierst these service® enter the market and grolaegislationalso
setsstrictqualification requirements for the legapresentatives of companies active in maritime transport
and related professionar(d forsole proprietorships, for those activities where they can operate).

Finally, adding sigriiicantly to port-relatedshipping delaysthough for imports more than exs, are
cumbersomeustoms and trade procedures, discussefkation 3 Theseconcernprimarily thepolicies
and practice of Customs and technical ministries involved in inspsetdrclearancesPartly reflecting
delaysin clearancescontainerdwell timeat Raded the average length of timafter unloading that the
container remains in the pdreforeexiting for destinations within Tunigdais 17 days, much higher than
that recorded in European pof@ECD 2017) for whichdwell time isgenerally threelays or lessbut am
line with ports ina sample ofow-income countiesf Sub Saharan Africathe average from 5 ports in a
2012World Bankstudy (Raballand et al. 2012xcluding Durban, South Afrigaurveywas 16 days.

Overall, Tunisian infrastructure, including domestic transport infrastructure, trade logistics infrastructure
andpower, islikely not currently posing a binding constraint to private investment and entrepreneurship.
The quality of electricity access antbpisionis equal or better thaior comparabrs. Overall the quality

of roadnetworks ranksimilarly to or more favoraby thanclosecomparatorsHowever,despiterelatively
favorable physical infrastructurperformance of the transportation and logsssiectorsfor both domestic

and international transpoeppears to be quite podks describedthesegpoor outcomeappear toeflecta

range oimarket governanand regulatioproblemsin this sense, they are aspects of the binding constraint
of excessive government market controls discuss8edtion3.
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d. Macroeconomic stability

Prior to the 201Irevolution, the Government pursued relatively conservative fiscal and macroeconomic
policies.Overall public indebtedness as a share of GleBlinedfrom 67.6%in 2001 to 40.% in 2010.

Tuni siads conservati ve f i sc aftsdeficisimaiclytreaighddmesticwe d t |
and foreign borrowing rather than monetary expansorhaitnflation was kept in cheglstayingbetween

1% and 5.26 annually. Although growth has slowed since the revolution, the country has largely
maintained macroenomic stabilityl nflation (6.26in 2017) has remained moderate, if higher than earlier.

However, a number of challengesvekanade t he countryds macr oFrssonomi c
tourism suffered significantfiyominstability in the two yearafter the revolution, and then again following
severalterrorist attacks in 2015. The loss tolurism revenue and ohé¢ Libyan market following the

revolution in that country negatively impadTuni si aés growth and current a
deficit, which was 3.1% of GDP between 2006 and 2@i€k toanaveragef 9.1% of GDP between 2013

and 2017 A significant devaluation of the dinar starting in 2016 has not yet had a major impact on the
deficit. At the same time, government policy become more expansionaiyly due to increased spending

on public sector wages and subsidies. Public expenditsesrom 24% of GDP in 2010 to 30% in 2017,

in large part due to increasesthve civil service wage billwhich increasedrom 10.7 to 14.90 of GDP.

These increases were understandable responses katbntmmiccontractionand political pressure®

provide employment and protectincomeso wever , t hey have | ed to | arge
deficit and external debEor examplethe fiscal deficit increased from 1% of GDP in 201i@ht before

the revolutionto 6.9% ofGDP in 2013 Error! Reference source not found.and hasince fallen slightly

to 6% in 2017.

These trends pose two main threats to the economy going forwardg&westnmentinancial requirements

are potentially crowding oubheprivate sector in finance markets. Second, high levels of deficits and debt

are unstainable without more rapid ecomogrowth;otherwise markets will eventually impose a painful
adjustmentthough devaluationand inflattru ni si adés r el ati vely good acces
the current levels of government spending, whiteanatelyunaigainable, do not@se an immediate threat

of a crisis. However, it will be necessary to rein in government spending on salaries (or increase tax revenues)

to make room for more private as well as public investment spending (public investment spending, notably,
was 5.5% of ®P in 2017, down from 69 in 2010.)In summary, while a number of problems loom,
macroeconomic instability does not currently constitute a binding constraint to growth.
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6.Concl usi on

The analysis described in this document points to two factors tha @etrarching binding constraints to
growth, and a third factor that acts asoastraint to regional equity and sustainabjlitgnceto inclusive
growth. The overarching constraints to growth(ajeexcessivemarketcontrols of goods anskervicesand
(2) Restrictive labor marketegulations The constraint taegional equity and sustainabilit{8) is
Inadequate and variable supply of water in interior regions.

The constraint related to high levels of state intervention and bureautigmyds and services markets is
notnew, there is a long tradition of state involvement in markets in Tunisia. Relatively little has changed
since the 2011 revolutionalthough there have been some major policy initiatives such as the 2016
Investment Lawthe effects of which have yet to be felt. Our analysis and review of the literature supports
the view that firms suffer from unreasonable regulatory requirements and compliance/lcimétshibit

entry of new actors in many sectors, reducing competérah productivity. By holding back firm and
output growth, regulations restrict the demand for labor, so that the economy is unable to gdaequate
numbers ohew formal sector jobs, whicredesperately needed to ensure greater opportunity anlitgtabi

The second constraint, restrictive labor market regulations, reflects the same tradition of state control of the
economy. Inflexibility of wage determination, very high social charges, and employment protection
mechanisms redupeoductivity by discaraging formality and firm growth, arite restrictionsin product
markets, inhibit job growtht is necessaryo balance growth objectives wittuegate protections and
security of workersNevertheless, dnchmarking andther analysisand a review ofhe literaturesuggest

the need to reconsider the strictness of some of lesemarkemeasures, such as regagidismissals.

Finally, thewater supplyissues identified in thignalysignhibit private investment in interior regions and
reduce he sustainability of those investments, primarily in agricultireythereforeact asa barrier to
growth in these poorer regions of the couranghenceto achieving regional equitsgnd reducingverall
poverty Further, n a country that is one tfie most watescarce in the worldnd faces even more serious
water problems due to climate chang@dequate and variable water supgan be expected to emerge as
an overarchingbinding constraint to growtin the near future in the absence of apprateripolicy
responses

Beyond these three binding constrainésiesal other factors represent potentially serious future challenges
even if theyarenot currently considered binding constraints. Fifet, Tunisian financial sector continues

to demonstratémportant limitations, including limits to financial sector penetratience to deposit
growth, a substantial burden of ngrerforming loans and interest rate ceilings that may limit the
availability of credit for riskier or smaller borrowers. Due lhese and otheshortcomingsthe banking
sector has longcoredvery poorly on international rankings of soundnessd may pose problem for
growth in the future.

Second, wile inadequate human capithiles not appear to larrently a binding constraint to investment

and growththe quality of education in Tunisieepresented byternational testmres appearbw relative

to comparatorsThere is also wlespread cacernabout (if mixed evidence fora 6 s ki | |, mi s m:
consistent with patterns of academic specialties in tertiary education. Furthermore, the exclusion of
educated Tunisian women from private sector employuistarisoverall labor allocation and dreg very
highunemploymenamong betteeducated womerit, as hopedand investment and growth in higkill

industries accelerates, human capital could indeed become a binding constraint if the supply and quality of
education do not adjust.

Finally, performance of the transportation and logistic sectgpeas to be quite poor. Freight transport
costs are very high in comparative perspective, likely reflecting regulatory bartfiens emtry that inhibit
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growth and innovation in the sector. For international trade logistics, Tunisia performs veryagoorly
international measures, and port operations at Rades, the coamaig porf are extremely inefficient.
These poor outcomes reflect significant market governance and regulation prelidnmsthis sense they
are aspects of the already identifiedddimy constraint of excessive government market controls.

The following table summariz¢he evidence and analytical basis faggt conclusions, based e
findingspresentedh the preceding chapters.

Figure 23¢ HeatMap to Identify BindingConstraints to Growth in Tunisia

Diagnostic Test
High  Changes "Camels"
Rank Factor Shadow in Bypass the  and
Price  Changes Constraint "Hippos"
I. Binding
Constraint Market Controls of Goods and Services

Regulation of the Tunisidabor market

Inadequate and variable supply of water i
interior regions

Il. NonBinding Access to Finance

Human Capital

Infrastructure and Transport Logistics

Macroeconomic stability

Notes:

High Shadow Priceests ifthe price of the factoris high or theadioning of it at the current price
Changesinchanggse st s whet her ¢ ha n g dszorrelated with ehanges io investniesi
growth

Bypass the constrainests whether economic agents (e.g., manufacturers, farmendliageo incur substantia
costs orrisks to circumvent the constraint.

"Camels" and "Hippos'tests whether economic agents that rely heavily on the constraining factor are les:
thrive. (In the same way that camels, and not hippos, thriveémaironment without water, activities that dot
depend on the constraining factor will tend to thrive while those that do depend on it stagnate or are
altogether)

SeeHausmann, Klinger, and Wagner (2008)fioither details a the tests

Evicence of Binding ConstraintLegend:
Strong
Some/Mixed
Weak/rejected
Insufficient daténot tested
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Anne XWdmends Economic Participati ol

Relative tomost countriesf the region, Tunisia has been progressive in terms of improving the rights of
women, starting with the Code of Personal Status in 1956. The 2014wimstestablisheghatmen and

womerhave equal rightand that the state is tigegarantor of these right§he country has made substantial

progres in closing gender gaps in education and health. As in several other Arab countries, females in
Tunisia now have higher enroliment rates than males, except att@dery levels. In 2015, women

accounted for 42% of university professors and 31% ¢fe countr yds (Meghadama ment a
2018)

However, neither this enviable progress nor years of economic growth have translated into substantially
better economic opportunities for women. Tunisia ramily 119 out of 149 countries on the World
Economi c For umo sforG@EaIdseores parécplarly poalheon economic participation and
opportunity (135 out of 19). The femaldabor force participation rate in Tunisia is just 27%, compared to
76% for men, and has barely changed in teetl@o decades. This rate is far below the global average, and
roughly at the average for the MENA region (ligl).

Figure 17 Female labor force participation in MENA countries (%)
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Due to t he gr owtmanufacturing seatar, amusuéllg high shareof @mployed women
(19.4% in 2017, ILO estimat& foundin manufacturing jobs such as assembly and machine operation. In
fact, this is close to double the share of men (10.3%), though it shopddrited outhatmost such jobs

in this sector are relatively lowskill, low-wage positions. 50 of note is théarge share ofvorkingwomen

who aremanagers and professionals (28% compared to 19% of men). Very few women (4.5% of the
employed) are in crafts or tradd€9% of working women are in agricultyrehere they are more likely to

work informally and lacksocialprotection. Employed women are disproportionately fourttiepublic

sector: in 2010 they made up 40% of all civil service employees (and impressively, 45% of senior manager
positions) (OECD 2015a).

Some of these patterns in female employmsith as the large share in professional and manufacturing
jobs, may be wwed favorably in comparison with other countries of the region. Still, the most salient factor
remains the very low overall participation of women in the economy, which does not depart from regional
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norms. Nor does another sobering statistic, the vety higemployment rate for women (23% in 2017),
compared to that for men (12.6%). This indicates that women who do choose to enter the labor force
encounter significant difficulties findingbs.

These outcomes reflect constraints faciroggven on both the pply and demand side of the labor market.

On the supply side, women in Tunisia, as in most countries, bear the bulk of childcare and other domestic
work responsibilities. Atimel s e st udy by the Ministry of Womenos
all unpaid care work was carried out by women, a burden that clearly inhibits their lab@aidicgation.

Among men and women not in the | abor force, aboul
men do Angel-Urdinola et al. 2015)Prevailing dtitudes in Tunisian society conform to a traditional view

of womends roles regarding wor k. For exampl e, ir
of female respondents in Tunisia agreed works str oncg¢
for pay, the children suffero (World Values Surve
but a lack of accessible childcare and leave flexibility for women in the workforce). 89% of mé¥/and

of women felt that males should peeferred when jobs are scarce.

On the labor demand siddiscriminatiorby private employers in hiring, especially for occupations that

are traditionally mal e, | i k Eurther, @ desavibedilbetestsom@ i ns woa
aspectof laba market legishtionin Tunisilfact t o i nhi bit, or labdr marketa st no
activity. There areno laws mandang non-discrimination on the basis of gendeither in pay or hiring.

Further, soméabor market legislationutrightprohibits some kind of work for womeisuch measures,

enacted ostensibly to protect women, prohibd m e emplsyment in certain jobs or during certain hours.

Labor Code Article 66 prohibits night work for womet® om to 6am), with some exceptiopsud as for

women in management positions of responsibditg innon-manualsocial servicegvork. Other Articles

prohibit women from working underground in mines and quarries and in metalworking sectors. More
favorably for womein the workforcedismissal of pregnant workersis prohibited, and mothers are entitled

to nursing breaks at workEamily ard maternal énd paternal) leave benefits are not generous but are better

in the public sector, which in part can explain why working women in Tunisia indicate a strong preference

for public sector employment (OECD 2015a).

Female entrepreneurs also faxdlifficult environment. While Tunisia ranks w429 out of 137

countrie® on the 2017 Global Entrepreneurship Index, it is ranked near the bottom on the female
entrepreneurshipinde®Vo mendés business owner ship rthangaba ar e si
averages. The high startup barriers and costs to operating business might be a particular barrier for female
entrepreneurs. In a small 2014 study, women repatbdtantiadifficulty with business registration,
needingalmost 11months to finake their registration, while men reportededing just6 monthson

average (Adey 20147 much higher share afomen than mereported needing to pay bribasgifts for

business operations (43% vs. 26%).

Finally, in rural areas, womeaften face difficult constraintson their engagement in productive and
remunerative activities. Although women are significantly involved in agriculture, especially on family
farms,the vast majority of farm owners are mdkmale farmers make up only 4% of ownerpo¥ately

held agricultural land (women own 14% of land overall in Tunigt@ntre National des Etudes Agricoles
2013).Thi s di sparity i n assets i sungeewhigheohsar@entgledtoby Tun
inherit double the assetsadughters; in practice, females usually inherit much less than this and even when

they do inherit, their assets tend to be registeradhii s b @m d & sa t h (&N WWosnennal Jidomen

represent just 6% of membeayEGroupement de développement Agrictie agricultural development

groups concerned with local water &NEA 2013)

A significant share of work in agriculture is informal and seasonal, especially among women. Ministry of
Agriculture data from 202145 indicate that women make up 43% of seabagricultural workers (and
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62% of unpaid family agricultural workers). Women working in agriculture often face long hours and
hazardous work conditionshile acceping lower pay thermen Most women who work as seasonal
agricultural laborers receive social security benefits due to the so calledid$ rule, which specifies that

an individual must work for the same employer at least 45 days in a year to be eligible. Since a higher share
of women engaged in agriculture are seasonal workers, this nuéeiswomen more severely.

Gendered effects of market regulations

The market restrictions described in SecBamdo not have an explicit gender dimension. Indeethe

Worl d Bankds 2013 ent efewobviossgendsrhased differencesindehe bowa r e
male and femaleowned firms perceive theonstraints to entrepreneurship (Figure 2). Both male and
female business owners cited corruption and anticompetitive practices as the most pervasive constraints
However, the firms surveyed are established businesses, with very few wemed firms inthe sample

Other surveys do point to gendeased gaps and inequalities when it comes to starting a business. As noted
aboveresults from asmall survégdey 2014) _ _ ,

indicate that it takes female entrepreneurg'gure 2-Business Constraints as Perceived by Male and
substantially longer than men to register - Female Business Owners

business and that they are more likely to rep
having to pay bribes or gifts. Women in tr 5 -
survey also reported on average a higl
number of separate agencies that they nee
to interact with to register their business (4 § 3
vs. 3.2 for men). Some of éke differences ~
may reflect differential burdens for th
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activities in which women and men are likel 10

to engageather than differential treatment fc )

men and women in the same activiyhile S T SN
limited, thisevidence suggesthat regulatory SF T SFFFTS TS
requirements maimpose a particularly strong N %@@5’ « MR S
barrier to Tunisian women who seek to r W
businesses. The very low rates of fem: W Fenleqwned [ Male owsed
entrepreneurship in Tunisia are consistent with Source World Bank Enterprise Survé@p13.

this hypothesis, though of course there may be many other factors leading to low fematerssurspip.
Differential vulnerability to water shortages and climate change

Section3c noted that water shortages and climate changenva#it stronglyimpactpoorer regions and
people, Bce ruraland poorhouseholds relydisproportionatelyon agriculturefor their livelihoods.
Moreover, the impacts of climate change, including via changes in water availability, will not be gender
neutral.As discussed ivVerner et al. (2013) he drivers of genddbased vulnerability toliecnate change

can be separated indisparities in three broad are@$ access to resources; (ii) opportunity for improving
existing livelihoods and developing alternative livelihoods; and (iii) participation in degisaiing. In

rural areas of Tunisjavomen, and especially poor women, face structural inequalities andcsitcicel

norms that disadvantage them in these three.afeaa result, rural women are more likelya®less able

than men toadaptto climate change, resulting in aerbatedhegative welfare impacts orwomen
themselves, thelouseholds, anitheir communities.

Anne&f¥Earnings Regressions

To obtain the estimates reportedSection3.b, wefirst estimate the followingjnearlog-wage regression:
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Wherew is the monthly wage of workey"Yis the year of schools of workéer® is potential work
experience (equal to agieyears of schooling 5), and isani.i.d. errorf givesthe average returns to

an additional year of schooling. This regression does not allow for the returns to education to differ for
different levels of education.oTestimate the returns for different levels of completed schooling, we
estimate the folloing log-wage regressiofteePsacharopoulos 1998lontenegro and Patrinos 2014)

I o Y 160 o G

Where'Y are dummy variables for completion of primary, secondary, and tertiary education. The omitted
category is no schooling. The private rate of return to an additional year of schooling for the given degree
can be calculated as:

1 Q pTo
i Qr Q1 XX
i Qf Qf Tt

where the denominators repregetalyearsn primary, secondarygwer and upper), and universigvels

The regressions are run on the subsample of wage workers between the ages of 15 and 65. The sample
excludes wdkers engaged in farm labor, off farm labor, and areemlployed. Wages are converted to
monthly earning$or the models Results are presented in Talleelow.

Table 17 Annualized Rate of Returns to Schooling

All Wage Employed Private Wage Employed

Education Level Male Female All Male Female All
All levels 0.0703 0.0783 0.0715| 0.0637 0.0481 0.0589
Model with estimate
by level:
Primary 0.0299 0.0381 0.0384| 0.0149 0.0321 0.0214
Secondary 0.1023 0.1046 0.1005| 0.0823 0.0423 0.0684
Tertiary 0.1447 0.1854 0.1504| 0.2174 0.2957 0.2329
N 1,082 363 1,459 737 234 987

Note Estimations by authors on 20T4MPS. All models include, in addition to the schoaoli
variables, worker years of experience and experience squared.

As notedthese estimates atmsed on dummy variables indicating highest school lexes chosen for
comparabilitywith findings from other countrieglowever,a more appropriate specification that makes

use of the continuous years of schooling data lisgression spline function, which directly estimates
separate returns for years at each level. This model gives somewhat differenthasuit®se reported

above yielding annual returns to primary, secondary, and university of 5.0%, 5.7%, and 12.3%. The
benefits to a year of university are still higher than lower levels, but the benefits of years of secondary are
substantially lower than in the model in the text.
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AnneadAddi tkiagn®Ils and Tabl es
Figure 17 Unemployment rates by region, 2012016
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Figure 21 Market power and mobile subscriptions in Tunisia, 20062011
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Note: the market power indicator is based on the estimated difference of actual prices and the competitive price
level
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Figure O Strictness ofdismissal procedures: permanent workers

OECD Index of Strictness of Individual Dismissals, Permanent Worker2(20).3

N3A

i

VHL
Ldd

2.73

3720

aiN

NNL

108

SAN
vdd

Hig

EL

YA

Vil

Nvd

NI

aiv

HON

1nv

o4V

Source: OECD

Note:Tunisia indicatedin red

Figure 47 Strictnessof dismissal procedures: temporaryworkers

OECD Index of Strictness of Individual Dismissals, Temporary Worker2(2@) 3
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Note:Tunisia indicated in red
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Figure 57 Domestic credit to private sector by banks (% of GDP)

Source: WDI

Figure 6i Real interest ratesrelative to comparators (%), 20002015

Source: WDI
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